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PREFACE TO THE SECOND EDITION 


In this edition, I have brought facts and figures up-to- 
date and replaced Chaiiter XXII by a new one, entitled 
'Post-War Developments’. 

B. C. G. 

PREFACE TO TPIE FIRST EDITION 

I HAVE attempted in this book a faiily complete introduc- 
tion to the principles and practice of banking. The book 
is intended primarily as a text-book for B. Com. students. 
I do not know of any single book on 'Banking’ which 
adequately satisfies the requirements of the B. Com. 
syllabus of most Indian univensities. This syllabus is 
faiily wide and usually covers not only the general prin- 
ciples of banking, but also Indian banking and the money 
maiket of India and the monetary systems of important 
foreign countries as well as banking law and practice. 
Another handicap for Indian students which I have 
noticed while lecturing to them in the B. Com. classes is 
the absence of a text-book which illustrates banking 
theory or practice by, reference to Indian conditions. 
Practically all our text-books are either British or 
American, and they naturally refer for illustration of any 
point to conditions in Britain or the U. S. A. In this 
book, I have attempted to explain banking theory and 
practice by reference to Indian conditions as well. 

This book is divided into four parts, namely, general 
banking principles, the monetary systems of the U. K., 
the U.S.A., France and Germany, Indian banking and 
the money market of India, and banking practice and 
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PREFACE 


law. I have thus covered a very wide range of subjects 
in a .short compass, and this has of necessity involved a 
considerable amount of compression. This, I hope, will 
not detract from the value of this study as a general 
exposition of the principles and practice of banking. I 
should also like to emphasize that this book, as its title 
implies, provides only an introduction to the subject, and 
readers should follow up their study by reference to 
standard works on the various subjects dealt with in 
this book. 

This book is espntially one of exposition and not of 
research. In writing it, I have freely consulted and 
borrowed ideas from existing literatui'e on the subject. 
For 'the convenience of readers, I have added at the end 
of the book a short bibliography. 

Althotigh primarily mcairt for' B. Com. students, this 
book will, I hope, be found useful for students preparing 
theinselves for the Indian Institute of Bankers’ examina- 
tion as well as for the general reader. 


B. C. G. 



PART I 

GENERAL BANKING PRINCIPLES 




CHAPTER I 

MONEY AND BANKING- 

Mon^y aud banking, obse rves Professor Marshal l, is the 
‘ c entre around which all economic science clust ers ’ . In 
truth, it need hardly be emphasized that the efficient 
working of the economic mechanism is impossible in the 
absence of satisfactory monetary arrangements. ' 

In any economic system, money subserves two prin- 
cipal functions — the function of acting as a medium o£ i 
exchan ge and the f unction of acting as a standard of valu e 
or, as is sometimes • stated, as a*fc ommon denominato r of 
value. There is yet^ another function of money, namely, 
that of acting as a^ ^tore of valu e ; and this function may 
at tunes become of great importance. 

A common denominator of value or an instrument of 
comparison is essential in a modem society in view of the 
great variety of products and services that is offered in the 
market for sale, and which competes for the attention of 
the consumers as a whole. It would be impossible, given 
the complexity of the productive ' processes of modern 
societies and the multitude of choices open to individuals, 
to compare alternatives, unless comparison were made 
easy. Money provides such a method of comparison. 
It is necessary, further, that there should be something 
which has a physical embodiment, that is, a medium of 
exchange, so that it can pass from hand to hand in ex- 
change for goods and services. The common .deno- 
minator thus physically embodied is known as cuirency. 

Every modern community must provide its citizens with 
an adequate supply of media of payment. This may be 
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clone through the issue of token coins and paper money or 
notes. The issuing authority may be the government, the 
central bank or some other institution. In most countries, 
token coins are issued by the governments and cuirencj'- 
notes by central banks. There is, however, no uniformity 
of practice in all countries and the conditions governing 
the issue of notes vary m different countries. 

The provision of currency solely in the shape of coins 
and notes can no longer meet the monetary requirements of 
modern society. Coins and notes have been supple- 
mented by the employment of the clieque or instruments 
analogous to it. Such instruments can be drawn only on 
financial institutions of the nature of banks and on condi- 
tion that the drawer has a right to draw, which usually 
means the possession of a bank balance subject to cheque. 
Such a balance can be obtained either by saving out of in- 
come or by a loan from the bank itself. 

There is thus an intimate association between the bank- 
ing system and the monetary mechanism. In certain 
countries, the banking system provides part of the ordinary 
circulating medium in the shape of bank notes. Histori- 
cally the right of note issue and the practice of banking 
were intimately linked together. In modern times, when 
notes arc issued by banks at all, they are the concern of a 
particular type of bank known as the central bank. The 
right of issuing notes is no longer regarded as part of the 
specific! functions of the commercial banking system. 

The real functions of the commercial banking system be- 
gin with the facilities it offers to the public for the safe cus- 
tody of its money. When an individual’s current income 
is larger than his current expenditure, he has a cash 
balance, the safeguarding of which becomes an important 
problem. The larger the cash balances, whether of indi- 



MONKY and banking 


5 


viduals, corporations or public agencies, the more acute is 
this problem. Banks and financial institutions relieve the 
public of great anxiety by receiving such balances for safe 
custody withdrawable on demand or on conditions mutually 
agreed upon. In the seventeenth ce^itury in England, 
when the goldsmiths functioned as bankers, they used to 
charge a commission for the safe custody of money depo- 
sited with them by customers. But experience soon 
showed that only a small proportion of the funds so depo- 
sited was required to meet current withdrawals. The 
balance of the funds could be lent out at interest. As this 
proved a profitable business, the more enterprising among 
the goldsmiths began to offer interest as an inducement for 
depositing money with them. The interest so offered was, 
of course, lower than the rate charged for loans. It is on 
the same principle that banks are able to pay interest on 
money deposited with them. Experience has shown that 
under normal conditions, when there is no reason to dis- 
trust the monetary policy of the country or the soundness 
of its banking administration, only a small proportion of 
the depo.sits placed with banlrs is liable to be withdrawn. 
The banker is therefore in a position to advance a large 
proportion of the funds entrusted to him to those who can 
pay for the temporary use of this money. 

This ability to loan a considerable portion of the funds 
entrusted to bankers by their depositors invests these insti- 
tutions with a peculiar trait of far-reacbing significance in 
the economic system. As Sayers’’ observes, ‘banks are not 
merely purveyors of money, but also, in an important sense, 
manufacturers of money’. As manufacturens of money, 
banks naturally influence the volume of purchasing power 
in the hands of the publid, and therefore the price level. 

* Modern Banking., p 1. 
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Let US exauiine for a moment ±biiJQiiLy.jm- 2 idiicL.^-J^^ 
jiS--£iia]iLed„lQ_limixufa£±m-e--moiLe^ It has already been 
explained that a banker need not keep in his vaults all the 
cash that he receives on deiiosit, but is alile to loan a 
considerable portion of it. When a boi rower has convinced 
his banker of his credit- worthiness and has persuaded the 
banker to lend him, say, one thousand rupees, either of two 
things may happen. He may take out the proceeds of hi.s 
loan' ii; cash, in which case the banker’s total deposit will 
remain the same, rvhile cash assets- will decline and other 
assets will inciease. The banker will have changed a cash 
for a non-cash asset. Alternatively, instead of taking out 
the loan in cash, the borrower may leave the amount m 
deposit with the banker. This would swell the bank’s 
deposits as a whole, .leave its cash unaffected, and add to 
the non-cash assets an amount equal to the amount of the 
loan. The same consequence would follow if, instead of 
granting a loan, the bank were to purchase securities with 
its own money. The seller would receive a cheque from 
the bank in payment of the securities, and might either 
draw out cash or leave the proceeds of the cheque in deposit 
with the bank. When the borrower of a loan or seller of 
securities does not draw out cash from the bank, but leaves 
the proceeds in deposit with the bank, he helps to swell its 
deposits. This i.s what is understood by the old banking 
maxim ; 'loans create depoaita ’ . In fact, the large increase 
m banking deposits in this or any other country in recent 
times is mainly the result of loans granted and securities 
purchased by banks. ' 

w S o " 

5. Although bank loans may, and in fact do, help to expand 
deposits, it should not be supposed that banks are unfet- 
tered in their powers of increasijig the total of bank depo- 
sits, that is, in ‘creating credit*. It is obvious that the 
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money a bank ‘creates’ or ‘manufactures’ is its liability. It 
IS liable to pay it in cask. The banker’s fibility to ‘create’ 
money depends upon the fact that he is not called upon to 
meet all his liabilities in cash. But his depositors will 
require some amount of casli, which he will have to pay out. 
The public requires a certain amount of hard cash for its 
daily transactions, which it will draw from banks. Thus, 
the banks are obliged to keep themselves supplied with n 
certain proportion of the cash entrusted to them by their 
depositors in order to be able to meet their demand for cash. 
The cash reserve that they have to maintain, whatever may 
be its size, thus imposes a limitation on their power to 
‘create’ money at uull. The nature of the limitation will 
naturally depend upon the magnitude of the cash reserve 
that they consider it safe and prudent to inainfain. In 
Great Britain, for example, experience has shown that 
banks should not let their cash reserve fall below g or lo per 
cent of their total deposits. In India, a larger cash reserve 
should be considered necessary inasmuch as the cheque 
habit IS not so developed m this country as in Great Britain. 
Indian banks in fact maintain a cash of between to and tc; 
pfiiijceai. If, again, tlie public in any country holds a larger 
proportion of available cash in its own hands, the amount 
of cash that will find its way to the banks will be smaller 
.with the result that the banks’ ability to expand credit will 
be correspondingly reduced. Thus, the totii] ban.]^,.. deposits 
may be..said to depend on three thing s, namely : 

(a) the total amount of cash in the country, 

(b) the amount of cash which the public wishes to 

hold, 

(c) the minimum percentage of cash 'to deposits 

which the banks consider safe. 

There is yet another limitation on the banker’s powfer to 
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‘create’ credit, the availability of sound assets. The 
banker does not create money out of thin air. He merely 
exchanges his I.O.U.’s in the shape of bank deposits with 
a right to draw cheques for certain forms of assets, for 
example, securities, buildings or bills of exchange. Even 
when a loan is granted without any tangible security, for 
example, against the personal security of the borrower, it 
is the earning capacity of the borrower, which is a form of 
wealth, that constitutes the security. Thus, what the 
banker does is to transmute other forms of wealth into 
money. The banker ‘takes the immobile wealth as his 
asset and gives his I.O.U. {which is money) in exchange. 
This is the very essence of the banker’s business’^. 

It is, however, often contended that .ba nks do not cre ate 
mon ey-. They simply lend money entrusted to them by 
their depositors. Bankers argue that even if a bank grant- 
ing a loan of Es i,ooo/- has to maintain a cash reserve of 
only Rs 100/ - or Rs 150/-, it will be losing cash to other 
banks in the locality in view of the fact that cheques drawn 
upon it in respect of the loan granted will in all probability 
be deposited with these other banks. But this argument 
overlooks two facts : one theoretical and the other practical. 
In the fcsi place, if the bank granting a loan loses cash to 
other banks, these other banks will have their cash increas- 
ed. This will enable them to increase their deposits, that 
is, to create credit, and our original bank will in all proba- 
bility receive 'some portion of the cash it lost to the other 
banks. Furkh.e r, if the extra cash of Rs 100/- or Rs 150/- 
on the basis of which our original bank expanded its deposit 
by Rs 1,000/-, has come from outside the banking system, 
for example, by the importation of gold, there will be 


^ Crowther ; An Outline of Money, p, AT. 



MONEY AND BANKING 


9 


additional cash to the value of this amount in the banking 
system, and the process of deposit expansion will continue 
until Rs 1,000/- worth of extra deposit has been created. 
In the second plac e it is an actual faot that the deposits 
of banks are many times their cash reserves. Thus, on 
December 27, 1946, the deposit and time liabilities, that is, 
the total deposit of all scheduled banks in India and Burma 
amounted to Rs 1061 crores while their cash in hand 
amounted to Rs 48 crores and the balances with the Reserve 
Bank of India to Rs 69 crores ; that is, the total cash re- 
serve added up to Rs 117 crores. Thus, the total deposits 
of these banks as on this date were over nine times their 
cash reserves. There can, therefore, be no doubt thaf 
banks can and do create money. But there is a practical 
limit set upon their power to do so by the amount of cash 
available, and the proportion they have to maintain as a 
reserve. 



CHAPTER II 

TYPES AND CEASSES OF BANKS 

DIFFICUVriES OF CLASSIFICATION 
A CLASSIFICATION of financial institutions presents many 
difficulties. For one thing, there can be no uniform classi- 
fication of such institutions applicable to all countries. 
Economic conditions, and therefore financial needs, differ 
from country to country Financial organizations, which 
are conditioned by the general economic structure of the 
country concerned, must also vary from one country to 
another. For another, the grouping and content of finan- 
cial institutions within the same country is undergoing 
rapid changes from time to time. There is often an exten- 
sion ill the range of activities of financial drganizations. 
Thus laige banks today may sometimes be appropriately 
described as ‘department stores of finance’ inasmuch as 
they engage in different combinations or classes of banking 
business. If, therefore, a simple classification of banking 
institutions according to function is attempted, it .should be 
borne in mind that it may not strictly conform to realities. 
In actual practice, a bank may engage in one or more of 
these functions. Nevertheless, a functional classification 
of banking organizations will help an understanding of 
their nature. Moreover, what is being attempted is a 
grouping based on function, rather than on structure ; 
that is, what is done rather than who does it. 

Commercial and Investment or Industrial B-anking 
The main purpose of a financial system is to accumulate 
and utilize to the best advantage the community’s savings. 
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On the one hand, it is a mechanism for the pooling of the 
iiaviiigs of the community. On the other, it is a mechanism 
for supplying the financial needs of modern business. -These 
needs may be for a shorter or a longer period. Correspond- 
ing to this distinction in time in regard to capital require- 
inent of modern business arises the most important division 
of banking institutions into commercial and investment or 
industrial banks to provide for the short-period and long- 
period financial needs respectively of modem business. 

Both commercial and investment banks play a distinctive 
role 111 the productive process. By supplying capital for 
short-periods, ' commercial banks bridge the gap in time 
that often exists between the production of finished goods 
and the payment of their purchase price. Investment 
banking, on the other hand, is concerned with the provision 
of the relatively permanent funds of business undertakiijigs. 
They are thus in a po.sitioii to influence the directions in 
which new capital should be applied. 

It is interesting to observe that, although commercial 
banks are a permanent and universal feature of the financial 
.system in every country, separate investment or industrial 
banks do not exist in all countries. Great Britain, for 
■example, possesses no investment banks worth the name. 
Long -term capital needs of industries arc raised largely by 
public .subscription or are supplied by other institutions 
such as issue houses or finance companies. Japan, how'- 
ever, established in igoa a special institution for the finan- 
cing of industries entitled the Industrial Bank of Japan. 
Certain countries, 'again, have a system of what is known 
as mixed banking : that is, tlie commercial banks also fulfil 
industrial banking functions. Such a practice obtains in 
■Germany, Austria, Switzerland and Italy. In these coun- 
tries, commercial banks also undertake industrial financiug; 
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Co-operative and I,and-moutoage Banks 

Commercial and investment or industrial banks gcnerallv 
supply the financial needs of industries. Their functions, 
are fulfilled in the sphere of agriculture by co-operative and 
land-mortgage banks respectively. In some countries, 
however, commercial banks supply the short-term financial 
needs of agi'iculturists as, for example, in the U. S. A., 
Canada, Ireland and other countries. At the same time, 
specialized institutions called co-operative banks have 
grown up in these and other countries to provide for the 
short-term financial requirements of agriculturists to enable 
them to tide over the period intervening between the sow- 
ing of crops and the receipt of their sale price, Capital 
required for permanent investment such as for the purchase 
of laud, cattle or agricultural machinery is furnished by 
land-mortgage or farm-mortgage banks. 

Central Banking 

Practically all countries in the world today have an 
institution to which the term ‘central bank’ may jiropcrly 
be applied. In its organization and working, a central 
bank, like a commercial bank, may vary from one country 
to another. But the term is used to designate any central 
institution which holds the ultimate banking reserves of a 
country and which, in addition, lormulales its policies with 
a view to attaining the maximum benefit from the credit 
structure for society as a whole, rather than with a view to 
profit for its stockholders. In pursuance of this objective, 
a central bank will have to control commercial banks so as 
to promote the general monetary policy of the state. 
Another fact which distinguishes a central from a commer- 
cial bank is that the former does not, as the latter does, exist 
to make the maximum of profits for its shareholders. To a 
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central bank, the maintenance of the general economic 
stability of the country rather than profits is the prime 
consideration. 


Savings BANiaNG 

By savings banking, as distinguished from commercial 
banking, is meant the deposit of funds not subject to with- 
drawal on demand, but ordinarily payable on notice of 
shorter or longer duration. As savmgs banks are consi- 
dered to attract the savings of small savers in particular, 
special restrictions exist in most countries for the control 
of their business. Practically all countries possess postal 
savings banks, whose working is subject to some form or 
other of government control. Other types of savings banks 
•exist in some countries. America, for example, had what 
•are known as the mutual savings banlcs, which are quasi- 
mutual institutions and non-profit making in character. 
In Canada, apart from postal savings banks, there are 
Dominion Government savings banks. Provincial Govern- 
ment savings ofhces and Quebec savings banks. 

The distinction between savings and commercial banks 
has been largely blurred today. This is due to the fact 
that continercial banks have been increasingly attracting 
savings deposits. They had naturally Iboked on with envy 
in the past upon the large funds disposed of by savings 
banks, and desired to obtain a share of this business. They 
have generally succeeded m then object by accepting what 
are called ‘fixed deposits’ in Great Britain and ‘time 
deposits’ in America, These deposits are often with- 
drawable, not on demand, but on notice of longer or shorter 
■duration ; but in some cases, they are also withdrawable by 
means of cheque. When this is so, the distinction between 
savings and commercial banking practically disappears. 
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Types of Banics in India 

In India, there exist all the diflcrent classes of banks 
described above. At the apex of the banking sliucture is 
the Reserve Bank of India, which is a Central Bank. The 
Reserve Bank was inaugurated an 1935. Before that time, 
there was in India no central banking institution, as the 
term is usually understood. The Imperial Bank of India 
which was constituted by an Act of the Indian legislature, 
was essentially a commercial bank, although it functioned 
as a central bank of a sort. Under the head of commercial 
banks are to be included today the Imperial Bank of India 
and the numerous joint-stock Indian commercial banks. 
There is in Indian money market another special type 
of bank, which is essentially commercial, but is known 
as the exchange bank. The exchange banks are so called 
because they specialize in foreign exchange business. They 
are all foreign banks, and their main business is, or at least 
was confined to the financing of the foreign trade of this 
country. In recent times, however, there has been some 
cliange in the busme.ss done by the exchange banks. 
Although they are still mainly concerned with financing 
the import and export trade- of thd country, they have also- 
been extending their inland business. At the same time, 
the Indian commercial banks, which previously took 
absolutely no part in the foreign exchange business, have 
recently been developing, although to a negligible extent, 
this side of their business. The old exclusiveness of the 
exchange banks as a specialized type of institution has- 
therefore been partially obliterated. 

The Indian commercial banks including the exchange 
banks cater only to the short-period financial requirements 
of trade and industry. There are, however, no specialized 
institutions for supplying the long'teiin needs of Indian 
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industry. Long-term capital has to be i-aised either by 
public subscription or it is furnished by managing agents 
or capitalists themselves. Properly organized industrial or 
investment banks do not exist in this country. In Bengal 
an institution entitled ‘The industrial Credit Syndicate’ 
was established in March, 1937, to provide the long-term 
capital requirement of small and medium-sized industries. 
Unfortunately, this institution has not proved a success. 

In the sphere of agriculture, money-lenders and co- 
operative credit societies provide the short-teim and inter- 
mediate credit needs of the ryot, while the long-term 
finance he needs is supplied by land-mortgage banks. 



CHAPTliR III 

FUNCTIONS AND SERVICES OF A BANK 

To DESORiBB the functions and. services of a bank is to 
define what it is. A general definition of a bank or bank- 
ing is by no means easy, for the theory and practice of 
banking have varied from age to age, and still vary from 
country to country. We shall not at this stage enter into 
a critical examination of the legal definition of a bank. 
It will suffice for our purpose here to say that a bank i.e., 
a Commercial bank, is a corporation which accepts deposits 
from the public repayable on demand by cheque. 

Main Banking B'unci'ions 

The primary funct ion of banking is to receive money 
fiom the public withdrawable on demand by the depositor. 
This corresponds to the usual arrangement under which 
current accounts are opened and conducted. But, in addi- 
tion to receiving money on current accounts, a bank also 
accepts money on what are known as deposit accounts, 
under which the depositor is allowed to withdraw money 
on the expiration of an agreed period of notice. With 
English banks, the customary period of such notice is seven 
days, although large sums are also accepted by them on 
Jixed deposit for definite periods of, say, one, two, three 
or six months, the right of withdrawal accruing to the 
customer automatically on the expiry of the agreed period 
of the deposit, Arising out of the function of accepting 
deposits from the public is that of making advances to 
trustworthy borrowers for legitimate purposes. These 
advances may take two principal forms. In the first place, 
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they may be made either by granting a loan of a fixed 
amount or an overdraft on a current account up to a certain 
maximum figure. In the second place, they may be allow- 
ed by discounting bills of exchange and promissory notes. 
In discounting bills and promi.ssory notes, what the banker 
does is to buy from the holder of the instrument the right 
to receive the payment of the debt as expressed on the 
instrument at its maturity This he does by giving the 
holder of the instrument its present value, that is, the 
holder receives from the bank the amount promised in the 
instrument, less the interest on that amount at an agreed 
rate for the time which the bill or note has .still to run. 

Formerly, there was yet another important function of 
a bank, namely, that of issuing notes. The issue of bank 
notes by a private commercial bank was a very profitable 
business inasmuch as it could meet the demands of deposi- 
tors by the payment of such notes, that is, its mere pro- 
mises to pay, while still retaining the money in which the 
deposit was originally made for tlie purpose of its business. 
The ability to issue notes was, of course, conditioned by 
the credit of the bank among the general pmblic ; for, only 
if the public had sufficient confidence in the stability and 
soundness of the bank would it be willing to accept the 
bank’s notes for settling mutual indebtednesses. It was 
found out in course of time, however, that the temptation 
to over-issue was so great that many banks had come to 
grief with disastrous consequences to their depositors. In 
fact, many of the cuirency troubles which England experi- 
enced during the nineteenth century were due to this 
cause. The English Bank Charter Act of 1844 restricted 
the right of note-issue by private banks, and also made 
provision for its gradual extinction. Today, the right of 
note-issue has been taken away from 'the commercial banks 
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and IS vested in central banks in practically all counliies 
of the world. In India, it is the Reseive Bank of India, 
our Central Bank, which enjoys the sole power of issuing 
notes. iP'rior to the establishment o£ the Reserve Bank of 
India m 1934, the right of notc-is.sue nas exercised by the 
Governineiit of India. 

Thus, of the three main functions of a bank, namely, 
deposit, discount and issue, the last one has become extinct. 
Deposit and discount, under which is also included loan, 
are today the principal functions of a coniiiiercial bank. 
They correspond to the dual role of a banker, iiaincly, that 
of borrowing with one baud and lending with the other. 

Suppr,EMfiN'rARY Banking Functions 

Apart from the primary function of linking up the lender 
and borrower of liquid capital, a modern bank performs 
many other functions of considerable significance and 
utility to its customers and to the community generally. 
These functions were originally undertaken in most cases 
by the banker for the convenience of his clientele, but have 
in turn led to the profit and advantage of the banker him- 
self. Some of these functions arise out of, while others 
are extraneous to the ordinary business of a bank. These 
snpplemeiitary functions may convenientb’- be grouped 
under two broad heads, namely , 

(i) Agency services, and (3) General Utility services. 

Agency Services 

The services which a bank renders as an agent are 
mainly as follows : 

(ft) Collection and payment of cheques, bills and 
promissory notes. 
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(i)) Execution of standing orders. A customer may 
leave standing instructions with Ins banker 
for the payment of sums to various persons or 
institutions by debit to his account. Such 
orders are usually given in respect of payment 
of insurance premiumsj subscriptions to clubs 
and societies, and similar iDayincnts of a 
regularly recurring nature. The bank may 
charge a small commission for the rendering 
of such services. 

(c) Collection of dividends or interest on stocks and 

shares. The customer may instruct the issuer 
of securities that he may hold to pay the 
interest or dividend that may be declared on 
them to his own bank. He will thus avoid 
the trouble of endorsing and paying in such 
dividend warrants. The banker usually levies 
a very small charge for the collection of divi- 
dend and interest on behalf of his customer. 

(d) Purchase and sale of securities. Although it is 

not the usual practice for a bank to advise its 
customer regarding investments, it will fur- 
nish him with such particulars as may be 
obtained from a recognized stock -broker. It 
will, however, undertake to purchase or sell 
stocks or shares on behalf of its customers 
It does not levy any charge on the customer 
for this service, but shares with the stoclc- 
broker the commission the latter is entitled 
to receive. 

(e) Transfer of funds from one bank or branch to 

another. By arrangement, a customer can 
also draw cheques on a particular office of a 
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bank and have them cashed at other ofliecs 
or agencies. 

(/) Acting as Iriiatce or exeentor. The admiiiislia- 
tion of a will or of a scttleineut icquires specia- 
lized knowledge and a modern bank is willing, 
for a small fee, to xtudertake such complicated 
duties on behalf of such of its cusloineis as 
may desire to nominate it in such capacities. 

(g) Acting as agent, correspondent or rcisrcsenlative 
of his cusloineis, and of other banks and 
financial houses at home or abroad. 

Genkrad UticiI'A' Services 

A modern bank performs many general utility or 
miscellaneous services. Of these, the important ones are ; 

(а) The issue of personal and coininercial letters of 

credit. These enable the customer to profit 
by the superior credit of the bank. Thus, 
money can be promptly paid out to a customer 
or to his agent, and bills drawn by his creditor 
can be accepted by the bank or any of its 
branches, agencies or correspondents. 

(б) The transaction of foreign exchange business. 

This provides the commercial community 
with facilities for its dealings witli foreign 
nationals, and is also a profitable business to 
the banker. In assisting foreign trade by 
discounting foreign bills of excbailge, a bank 
has sometimes to arrange for the transport, 
insurance and wareliousing of goods. A 
freight and insurance department is a com- 
Tuon’^feature of many commercial banks. In 
most foreign countries, the business of foreign 
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exchangee is handled by oidniaiy commercial 
banks. In India, however, tlierc is a group 
o£ specialized instilulions known as exchange 
banks which handle the business of foreign 
exchange. 

(c) Acceptance of bills of exchange on behalf of 

customers. This is another means whereby 
the banker lends his name to others for a 
.small commission, and thus enables the custo- 
mer to profit by the bank’s superior credit. 
Thus, where a customer has a credhor will- 
ing to offer him credit but not possessing 
sufficient knowledge of Ins credit-worthiness, 
the bank, which should know, accepts the hill 
on behalf of his customer and thus enables 
him to obtain the desired credit. 

(d) The safe custody of valuables and securities. A 

bank undertakes the safe custody of valuables 
and important documents against thefi and 
fire They arc kept in specially constructed 
strong rooms, and the bank acts as a bailee 
of the goods entrusted to its keeping. 

(a) Acting as a r'bferee as to the respectability and 
financial standing of liis customers. This is 
a very valuable seivice to businessmen for it 
enables them to obtain reliable and speedy 
information about the general standing of 
people with whom they have business transac- 
tions with a view to avoid incurring any loss 
through giving credit to persons of little or 
no financial worth. This information should 
be collected by a banker with great care, and 
is supplied in utmost secrecy. 
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(f) Supplying trade inConnalioii and statistics. Ivlany 
of the big banks in advanced countries po.ssesa 
a separate information and statistical depart- 
ment. This dciiartinent collects trade and 
business iufoniiatioii and statistics from the 
bank’s various branches and agencies, both 
at home and abroad. Such information is 
placed at the disposal of its customers, 
Sometimes the bank publishes a montlily re- 
view which contains economic and financial 
information and statistics of great utility to 
the commercial community. 

It will thus be seen that a bank renders many valuable 
services to the public as well as to the trade and industry 
of a country. Its most important service is that it pools 
together the scattered savings of a community and makes 
them available to those who need funds for productive 
purposes. The ease with which money can be obtained 
from banks by businessmen acts as a stimulus to productive 
enterprise. They are also benefited by the advice and 
information which banks are always ready to place at their 
disposal. By the choice they exercise as to the persons who 
will be offered financial assistanfcc and accommodation, 
banks are in a position to influence the directions into 
which the capital of a country will flow. Further, it has 
been aptly said that the existence of a sound and competi- 
tive banking system is in itself an enconragement to saving, 
thrift and economy for even the small investor is made to 
appreciate the facilities of safe investment which a bank 
provides, and is thus imbued with a feeling of security. 

In Gilbairl’s words^, bankers act as ‘public conservators 

* I'/ta Htstgty, Pnnctplas and Practice of Banking, Vo!. 1 
pp,22e-7. 
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of the commercial virtues’. In their own interest ‘they 
■encourage the industrious, the prudent, the punctual and 
the honest — while they discountenance the spendthrift and 
the gambler, the liar and tire knave. They hold out in- 
■ducements to upiightness, which are not disreg aided by 
even the most abandoned. There is many a man who 
would be deterred from dishonesty by the frown of a 
banker, though he might care but little for the admonitions 
■of a bishop’. It is therefore no exaggeration to say that 
a country having a sound and efficient banking system is 
possessed of one of the essential foundations of prosperity. 



CHAPTER IV 
Tr-IE BANK STATE^IENT 


A BANK statement i& a balance-sheet that depicts the condi- 
tion of the particular bank at a aiveii moment. It portrays 
the re.sults of the bank’s operations at that time. The 
balance-sheet may also be regarded as intlicating the ways 
in which the bank raise.s its funds and the ways in which 
it uses them. 

Unfortunately, there is no common form for the presenta- 
tion of a bank’.s statement. In England, the larger joint- 
stock banks have virtually agreed upon some form for their 
statements. In America, the fact that law enjoins banks 
to submit regular reports in respect of certain items has 
imparted some amount of uniformity to their periodical 
statements. In India, the information that is revealed iii 
the l)alaiice-.shects of banks is presented in diverse forms, 
and con.seqnentl3' a htdpfnl comparative study is rendered 
very difficult. Yet, the nature of hanking business is .such 
that it is possible to draw up some foim of a common 
balance-sheet for all banks, although the items mentioned 
may hot be of a nature as to offer detailed information 
about the operations of individual banks. 

A Common balaucc'.shcei will contain the following main 
items ; — 

LIABILITIES ■ ASSETS 

Capital Cash and balances with other banks 

Authorized ... including the Reserve Bank 

Subscribed ... Money at call and short notice 

Paid-up ... ... Bills discounted and purchased 

Reserve fund ... Investments 

Current, deposit and 

other accounts Loans and advances to customers . . 

Liabilities foi accept- Liabilities of customeis for accept- 

ances, endorsements, ances, endorsements, etc 
etc, ... Bankpremises andotherfixedaccounts ... 
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In examining this balance-sheet, we shall begin with the 
left hand or liabilities side. ITliis side represents the 
sources from -which the banker derives his funds for 
employment in his business as lender of capital. 

Capital . — The authorized capital is the maximum 
amount which the bank is iierinitted to issue under its 
Memorandum of Association The subscribed capital is 
what, has actually been issued and subscribed for. The 
difference between the authorized and the subscribed 
capital is the margin which the banker could obtain by 
issuing the balance of his authorized capital. Paid-up 
capital represents the amount invested in the bank by its 
shareholders. It is the actual cash capital of the bank. 
It is the general practice for banks to issue shares of which 
only a portion of the nominal amount of each share is paid 
in cash. The balance not called up per share or the 'un- 
called liability’ on each share continues to be a liability 
on each shareholder and is an additional margin of safety 
for depositors and creditors of banks. There is no uni- 
form practice among banks with regard to the proportion 
of their unpaid capital to the amount paid up. Many 
hanks in this country have called up only fifty loer cent of 
the nominal value of their share capital. Although the 
balance of fifty per cent is a reserve liability of share- 
holders, it is generally known tliat no big or established 
bank calls np its unpaid capital, so that its magnitude has 
ceased to exert any appreciable influence on the credit of 
the bank. Many English banks hold some part of their 
unpaid capital in the form of 'Reserve Capital’, which 
may be called up by the directors only in the event of the 
liquidation of the bank. 

Reseive Fund . — ^The Resrve Fund is an accumulation in 
the hands of a bank of sums allocated from its profits over 
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a period of years It is usually invested in first class secu- 
rities. The Reserve Fund should be distiugmshed from 
the uncalled or reserve liability on subscribed capital, or 
tioiu ‘Reserve Capital’ as explained above. The Reserve 
Fund is not subscrilied by the shaieholdersj Init is built up 
from profits. The paid-up capital and the reseive fund 
constitute the working capital of a bank. In the event of 
heavy losses, a bank may draw upon its Reserve Fund. 
The Fund thus operates as an additional safeguard for the 
bank’s customers, but it belongs to the .shaieholders and 
may be utilised to issue to Ihcin shares on bonus terms 
or to equalize dividends from 3'ear to year. 

In addition to the published Reserve Fund, many banks 
provide out of profits ‘secret reserves’ which are not shown 
in the balance-sheet. ,Such secret reserves lend additional 
safety to the bank’s position. They are generally hidden 
by the undervaluation of as.sets. For example, the appre- 
ciation in the value of the bank’s securities may not bo 
taken account of, or premises may be given a value in llio 
balance-sheet much below their market price. These 
reserves may be utilized, if necessary, for meeting excep- 
tional losses as in times of acute economic depression. 

Cuircnt, Deposit and other Accounts. — ^'I'hcse items re- 
present the liabilities of the bank to its depositors. They 
are the largest single item on the liabilities side. It is in 
effect the bank’s business so to invest these amounts as 
will enable it to earn a fair dividend for its shareholdeis 
without in any way endangering the safety of the money 
entrusted to it by its depositors. 

The bank redeives money on enrrent or deposit accounts. 
Money deposited in cuiTent accounts is withdrawable on 
demand, while money left in deposit accounts is withdraw- 
able after the expiry of a fixed period or certain agreed 
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^jeriod of notice. The latter coriesponds to the ‘fixed 
deposit’ accounts of Indian banks. In addition, our banks 
receive money in savings accounts. The sums are either 
returnable after an agreed notice, or withdrawable by 
cheque only once or twice a week, and sometimes a maxi- 
mum figure up to which sums are withdrawable at a time 
is fixed. The ratio between the money left on current and 
on deposit accounts shows considerable variation from time 
to time. In times of depression, the ratio of deposit 
accounts to current accounts generally rises, while the 
reverse is true during periods of prosperity. 

The item ‘other accounts’ includes credit balances in the 
hank’s ledgers, such as balances standing to the credit of 
Unclaimed Dividend or Unclaimed Interest Account. 

Liabilities jor Acceptances, EndorscmeinMs, etc . — ^This 
item represents the liabilities of the bank in respect of bills 
of exchange it has accepted or endorsed for the accommo- 
dation of its customers. It also includes the bank’s 
contingent liability in respect of confirmed credits, forward 
exchange contracts, guarantees and other engagements 
entered into by the bank on behalf of fis customers All 
these obligations the bank has to honour, oven though its 
customers should fail to recompense the bank for such pay- 
ments The customers are, however, liable to recoup the 
hank for such payments made or loss incurred therewith, 
and the total amount is ‘offset’ by a corresponding item on 
the other side of the balance-sheet. 

Assets of a B.4nk: 

The right hand side of the balance-sheet gives a pictuie 
of how money that is entrusted to a bank by its depositors 
and shareholders is employed. Successful banking depends 
upon the ability of the management to distribute judiciously 
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Its funds among, the vaiious kinds of investments known 
as assets. A broad division of assets may be made into 
two principal categoric.s, uatiiely, (i) liquid assets such as 
cash or other assets easily and readily convex tible into cash, 
and (i!) comparatively less liipiid assets such as inve.stmcnts 
in first class securities and in loans and advances to 
customers. 

The assets of a bank are usually arranged in a balance- 
sheet in ordei of liquidity, the most liquid assets appearing- 
first. Thus, the item ‘cash’, wliich is most livpnd, comc.s 
first, while the item ‘fixed and permanent fixtures’ which 
arc least easily convertible into ca.sh, appeal s last in a 
balance-sheet. 

The items on the a.ssets side beginning- from ‘Cash and 
balances with other banks and Reserve Bank’, to ‘Toans 
and advances to customers’ will be explained fully in a 
subsequent chapter. At this &ta,ge, therefore, we need not 
dilate on tliose items. 

The item ‘kiabilities of Customers for Acceptances, 
Endorsements, etc.’ is a contra entry to the similar item 
on the liabilities side. It represents the total dries of the 
bank’s customers in respect of obligations wliicb tbe bank 
lias accepted on their behalf These tw'o items on the 
assets and liabilities sides therefore cancel each other. 

Bank premi.ses and other permanent fixtures rcpre.sent 
the fixed investiueiits or the least liquid assets of the bank. 
They cannot be easily realized in case of einer,gency. It is, 
however, the practice of banks to allow' for annual depre- 
ciation in respect of the value of these items so that, in 
actual fact, the real value of land, buildings and other 
permanent fixtures owned by a bank far exceeds their 
book value. 
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Anaeysis of the Bank Statement 

In examining the balance-sheet of a bank, the main 
points that need be considered are its profitability, safety 
and the nature of its business. Thus, according to Steiner/ 
this analysis considers the following leading features ; 

A. Profitableness as indicated by : 

(a) Earnings as shown by dividend record and 

growth of surplus and undivided profits. 

(b) Deposits in relation to stockholders’ investments. 

B. Safety and liquidity, as indicated by : 

(a) Deposits in relation to stockholders' investments. 
To the latter some add reserves. 

(fa) Doans and investments in relation to deposits. 

(c) Reserve position. 

C. Nature of business, as indicated by : 

(a) Doans in relation to deposits. 

(fa) Investments in relation to deposits. 

(c) All other loans in relation to total loans and 
investments. 

No hard and fast rules in regard to these criteria may be 
laid down for all banks. In judging an individual bank, 
what should be considered is hoxv its position with regard 
to the criteria mentioned above compares with that of the 
aggregate position of all banks or of the best banks in the 
locality. Another criterion which should also be consi- 
dered is the average rate of intere.st paid on deposits, which 
is indicated by the relation of the amount paid out as in- 
terest to the total deposits of the bank. The lower this 
rate is, the better the bank. Again, the lower the average 
late of interest earned on its invested funds, the better the 
bank ; for it is an indication of the better quality of its 
assets from the standpoint of safety and liquidity. 

^ Money and Banking, p. 260. 



CHAPTER V 
INVIvSTfifENT POEICY 

Beporg; we examine and ehicidale the ah&etb side of a 
bank’s statement, item by item, a few words may be said 
by way of explaining the general investment policy of a 
coniinercial bank. It is universally recognized that the 
most important problem in banking administration is that 
of investing its deposits and paid-up capital in various forms 
of earning' assets Thi.s is also known as the portfolio 
policy ; the bank’s portfolio being nothing but an ananged 
and digested scheme of its assets. 

Elements in Investment Poetcy 
There is no universal investment policy applicable to 
banks. The local situation or the conditions in which a 
bank has to operate, must necessarily have an important 
bearing upon a bank’s portfolio policy. Thus, the nature 
and availability of deposits as well as of assets differ not 
only from country to country, but also from region to re- 
gion within tire same country. Conditions in India, for 
example, largely differ from those in England. Neither 
the cheque habit nor the commercial bill haBit is so pre- 
valent in India as in England- Witbin a country again, 
banks in rural areas face a problem materially difEerenl 
from that faced by banks in urban and industrial areas. 
In rural areas, demand for loans is usually less liquid and 
less diversified as the main occui^ation of the people is 
agriculture. All these differences naturally have their in- 
fluence on portfolio policy. 

Apart from such limitations as local conditions impose, 
a bank has some discretion in choosing its assets. Its guid- 
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ing considerations arCj however, yield, satety and liquidity. 
In the first place, as a business institution, a commercial 
banks aims at securing maxiniuin profits. In this, it differs 
from a central bank, which even though privately owned, 
seeks to serve broad national interests. In the second 
place, since the bank’s funds belong mainly to depositors, 
it cannot afford to lose them by assuming large or unneces- 
sary risks in its investment policy. In the third place, 
Since most bank deposits are withdrawable on demand, it 
must maintain a sufficient degree of liquidity in its assets. 
Such assets may be cash, or other readily realizable assets. 

Prom the point of view of banking business, these three 
attributes have a close inter-relation. It has been stated 
that as a business, the primary object of banking is to earn 
as much profit as possible for its shareholders. Since, 
however, profits are earned ou assets which are obtained 
by exchanging funds left with a bank by its depositors, it 
is essential that a bank must enjoy their fullest confidence. 
This confidence is dependent upon the ability of a bank tO’ 
meet readily the demands for cash made upon it by its 
customers. This ability to offer cash in exchange for bank 
deposits is referred to by bankers as liquidity. 

The concept of liquidity has a twofold significance. On 
the one hand, in means a quality in the assets which enables 
them to be readily realized in cash. This amounts to saying 
that they are easily saleable or readily shiftable to other 
persons or institutions. On the other hand, liquidity also 
signifies that these assets should be convertible without any 
loss. Thus, shiftability and absence of risk of loss are the 
two essential elements in the concept of liquidity. Its mean- 
ing can be fiuther clarified by an illustration. Thus long- 
term government securities have a ready market. They can 
be sold easily in the stock market. They the therefore easily 
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shiftable. But there is no certainty that they will fetch 
when they are sold the price at which they were bought. 
The sale price may be higher or lower Ilian the piu chase 
■price. If it rs lower, Ihe bank will .suffer a loss, and if 
higher, it will earn a profit on its capital nivestnicnt. 'J'lui.s, 
assets in the shape of government securities, although 
perfectly .shiftable, are not without risk of loss, unless, of 
course, the hanker can wait till the maturity date of the 
securities when the government will redeem them at their 
face value. Thus, government securities cannot be 
regarded as the ideal form of lifiuid asset. In fact, the only 
ideally liquid asset is cash. An example of an asset which 
is without any risk of loss but not readily shiftable is a 
loan offered against the personal security of a borrower. 
Here, if the borrower be absolutely honest, dependable and 
wealthy, and if further, the risk of his premature death be 
covered by having an insurance policy on hi.s life a,ssigned 
to the banker, the asset will be absolutely safe. But it will 
not be .something which can be easily sold in the market. 
In other word.s, it will not be leadily shiftable. 

The idea of shiflahility may be examined a little further. 
In normal times, certain types of a.ssets can lie easily sold 
in the market. They are highly .shiftable. But in abnormal 
times, for exam]rlc, during a period of acute economic 
•depression or if thepe should be a general ritn on all banks, 
even such assets may not be easily sold. Further, should 
such assets of all banks be siniullaneou.sly released in the 
market, their value would slump heavily. In crises like 
these, the central bank of the country comes to the rescue. 
It provides funds for the commercial banks against securi- 
ties acceptable to it and thus helps to allay panic and restore 
normal conditions. But the central bank will lend against 
< 51 - discount only certain defined classes of assets known as 
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eligible paper. As the central bank is the lender of the 
last resort, its eligibility rules must have an important 
bearing on the concept of shiftability of a commercial 
ibank’s assets. ‘The eligibility canons (the rules by which 
tlie acceptability of assets is deteimined) of the central 
banks are therefore of vital importance to the liquidity 
•of the commercial banking system’*. 

In choosing its assets a bank, as already explained, is 
guided by considerations of profit, safety and liquidity. 
Of these, safety and liquidity are more important than 
3ueld. It has been aptly said that more danger exists to a 
bank from striving after profits than fiom striving after 
safety. Only when safety and liquidity have been ade- 
•quately ensured can yield be considered. 

Sections of the Portfolio 

A bank’s funds ‘are distributed among a variety of assets 
beginning from the most liquid, cash, down to the least 
liquid, bank premises and other permanent assets. We may 
arrange these assets into the following important classes ; 

(ft) Primary reserve. This includes cash in vault, 
balances with other banks including' the 
central bank, and items in process of clear- 
ing or collection. 

(b) Secondary reserve. This includes money at call 

and short notice, and bills discounted or pur- 
chased. 

(c) Investments. 

(d) Toans and advances. These may be or may not 

be secured by collaterals. 

(a) Facilitating or incidental assets. These include 

' Sayers op. cit., p. 216. 

3 
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the bank’s building and funiiture and fix- 
tures, and other real estate. 

(f) Contra items, offsetting coiTCSponding liabilities. 

We shall examine the first four items ni the following 
chapter. Items (e) and (/) have already been explained 
in the last chapter. 

Banking Technique 

Since the principal business of banking is associated with 
the granting of credit, banking technique should be consi- 
dered in relation to the provision of credit and the hand- 
ling of items arising out of credit transactions. Its prin- 
cipal aim should be to collect information about the financial 
standing and business acumen and integrity of likely bor- 
rowers so ps to safeguard the bank against losses in its 
business of extending credit, for, to offer loans and 
advances without proper investigation would be to invite 
possible losses. The main function of credit analysis is to 
reduce all credit risks to a minimum. 

It is a commonplace assertion that a bank must ensure 
safety in its investment poliCAN Yet probably no invest- 
ment is completely devoid of all risk of loss. It is true 
that secured investments are, as a rule, much safer than 
unsecured ones. But even the safety of secured invest- 
ments is sometimes dependent upon the integrity of the 
borrower. Further, the rmsecured assets of a bank are 
not inconsiderable, and in these cases credit analysis is of 
paramount importance. In some countries, unsecured 
loans and advances are even preferred, for example, in 
the U. S. A., inasmuch as they are generally required to 
finance current commercial transactions and aie therefore 
more liquid and suitable for commercial banks. It may 
be noted that in the U. S. A., about fifty per cent of the 
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loans made by commercial banks is unsecured. In that 
country, a department for credit analysis and investigation 
is an essential adjunct of every good commercial bank. 

Sources of Cremt Information 
A commercial bank, like any other commercial or finan- 
cial institution, can utilize various sources of credit infor- 
mation. These sources may be classified according to the 
method of obtaining them as (a) internal and (b) external.^ 
The internal sources are : — 

(i) the customers’ financial statement ; 

(ii) in the case of old customers, the past history 

of the borrower as revealed by the bank’s 
records ; 

(lii) personal calls by the bank’s representative upon 
the borrower in order to inspect his place of 
business ; 

{iv] interviews and direct correspondence with the 
borrower. 

The external sources are.— 

(i) other banks ; 

(it) firms with which the borrower has been or is 
doing business ; 

(til) mercantile agencies — both general and special 
agencies ; 

(iv) credit exchange bureaux ; 

(d) court records, newspapers and printed reports. 
Of all these sources, internal and external, the most 
important is the borrower’s financial^ statement. Financial 
statements should comprise both the balance-sheet, and the 
profit loss account duly certified by a registered accountant. 

’ See Contmnpovaf^ Banking by Wiilis, Robey & Chapman, 

ch. xxn. 
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Whenever possible, financial statements over a number of 
years should be obtained for this will enable the banker 
to judge better the progress made by the business in ques 
tion. The past record of a borrower, if he is not new, will 
also yield valuable information for the assessment of the 
integrity, creditworthiness and the nature of business of 
the borrower. 

Of the external sources, the most important are 
the first two. Credit information is exchanged by banks 
among themselves in strict confidence. This procedure 
substantially reduces the cost of this w ork and also enables 
a bank to find out if a customer has been borrowing from 
more than one bank. The services of mercantile agencies 
can also be utilized for supplementing the information col- 
lected by a bank from other sources. There are two classes 
of mercantile agencies in the U. S. A. There are, in the 
first place, general agencies, for example, Dun and Brad- 
street, which offer information of a general nature. 
Secondly, there are special agencies like Bishop and Proud- 
foot, which devote special attention to the iDast records of 
officers and directors of the concerns under investigation. 
In addition, there are a few agencies specializing in 
particular industries, such as the Dumberman’s Credit 
Association or Wbod’s Dry Goods Commercial Agency. 
No such mercantile agencies, however, exist in India. 



CHAPTER VI 
BANK ASSETS 

I 

CASH 

Cash is tlie completely liquid form of asset and is held in 
hand by banks to meet the demands of their customers. 
Originally, it meant that which was encaiss^, that is, put 
into a chest or till. Today it includes currency held in the 
till of a bank plus its deposits at other banks, including 
the centsal bank. In recent years, British joint-stock 
banks have no longer shorvn balances with other banks, 
excluding, of course, balances with the Bank of England, 
under the heading ‘Cash’. What is usually included under 
cash in the balance-sheets of our commercial banks has 
been split up under two heads in the balance-sheets of 
British joint-, stock banks, namely, (a) coin, notes and 
balances with the Bank of England ; (b) balances with, 
and cheques in course of collection on other banks in the 
U.K., Ireland and other countries. In the XJ. S. A , the 
item cash in the balance-sheets of commercial banks is 
usually split up under the following heads : (a-) gold, silver 
and small coins ; (b) inland notes and balances with the 
Central Bank ; and (c) other items of a cash nature. 

'^Factors Govbrning Cash Holding 
Cash is an asset which yields no return. As a commer- 
cial bank aims at increasing its profits as much as possible 
it is but natural that it would like to hold as many earning 
assets as possible, and reduce its cash holding to a mini- 
mum Some amount of cash it has to hold in order to be 
able to carry on its business. In the first, place, it requires 
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cash to meet the daily demands for withdrawal of deposits 
in lawful money. In the second place, settlements with 
other banks for any negative balance at the clcaiing house 
have to be made in cash, and heie cash includes balances 
with the central bank. In the third place, a bank should 
also be in a position to meet unusual demands for with- 
drawal of deposits. Heavy demands for withdrawal of 
deposits can sometimes be reasonably forecast, for example, 
before bank holidays. A bank should have sufficient cash 
holding- either in its vaults or with other banks to meet 
such unusual demands. Should, however, demands for 
withdrawal of deposits result from causes which cannot be 
reasonably forecast, a bank falls back upon what is called 
its secondary reserve for replenishment of its cash. 

Some other factors which also have their bearing on the 
amount of cash a bank considers it necessary to hold may 
be mentioned. . Eir s t l y , it is affected by the habits of the 
liank’s clientele as also by the economic condition of the 
locality. Thus, in a community where exchanges are 
numerous, a larger cash holding may be necessary than in 
a society where monetary transactions are less frequent. 
In the .second place, the question whether tlie cheque habit 
is prevalent or not- has a very important bearing on the 
magnitude of the cash holding. It should be evident that 
in a society where the banking habit is well-developed and 
payment by cheque prevalent, a bank will have to hold 
much less cash than in a community where these practices 
are ill-developed. Thirdly , the existence of a clearing 
house diminishes the amount of cash that need otherwise 
have to be held by a bank for in the clearing house a large 
number of cheques received by various banks drawn upon 
one another will be set off against each other, and only 
balances outstanding will have to be paid, not necessarily 
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ill legal tender cash, but usually by cheques drawn upon 
their balances with the central bank. JEourthly, a bank 
•with a small number of depositors with laige balances will 
have to maintain a larger cash balance than one with 
numerous depositors with small accounts, for if there are 
■only a few depositors, and especially if they belong to the 
■same business, the bank may have to meet heavy demands 
for withdrawal at particular seasons. Kifthly., the amount 
of cash held by other banks in a locality influences 'the 
■cash holding of any other bank operating in the same place. 
It is popularly believed that the higher the ratio of cash to 
•deposits, the sounder the bank. If a bank in any place 
maintains a high cash reserve, other banks in the same 
locality also increase their cash balances with a view not 
to suffer ill prestige or popularity. It may incidentally be 
mentioned that a high cash reserve is by itself no criterion 
■of the soundness of a bank. The safety of a bank dependsi 
upon the soundness of its investments as a whole. Sislhlv, 
the cash holding of a bank is also influenced by the nature 
of its other investments. If a bank holds a considerable 
proportion of its deposits in easily realizable assets, such as 
hills, its cash requirements will be less than if its other 
assets are comparatively less liquid. Thus, a comparatively 
higher cash holding may be an indication of a less liquid 
position in respect of other investments. 

The Cash or Reserve Ratio 

The proportion of cash, including balances with other 
hanks, to deposits that a bank holds is called the cash or 
reserve ratio. The proportion of deposits to cash or reserves 
may be called the deposit multiple. Thus the cash ratio 
and the deposit multiple are reciprocals of each other. 

The usual cash ratio of commercial banks varies in 
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different countries. It is lowest in Britain and the U.S A. 
In Britain, it varies between 9 and 10 per cent, and the 
figure for the U. S. A. is about the same. IiLJadiB and 
France, it is usually between 10 and 30 per cent. The 
comparatively much lower cash ratio in Britam or the 
U. S. A. is due to a very much wider use of the cheque 
system in those countries than in France or India. 

In some countries, commercial banks are obliged by law 
to maintain with the central bank a certain small percen- 
tage of their deposits as reserve. This is known as the 
legal or statutory reserve. Thus, in the IT. S. A., different 
types of member banks of the Federal Reserve System are 
required to keep 7, 10 or 13 per cent of their 

demand deposits with the Federal Reserve Banks- 
of their district. Tn Tndin, scheduled banks have to main- 
tain a reserve equivalent to 2 and 5 per cent of their demand! 
and time deposits respectively rvith the Reserve Bank. In 
countries where the law provides for the maintenance of a 
statutory deposit with the central bank, commercial banksi 
usually hold a cash balance much higher than what is pro- 
vided for in the statute. 

Money at Call and Short Notice 

After cash, funds lent to the money market arc regarded 
as the most liquid form of asset. They have an advantage 
over cash in that they earn some interest. Roans to the 
money market may be grouped in three broad categories, 
namely, hloans to the bill-market consisting of discount 
houses and bill-brokers,^-loans to stock-brokers and^loans 
between banks themselves. In Rondon, money at call and' 
short notice is lent mainly to discount houses and bill- 
brokers and only partly to stock-brokers. British banks- 
also lend for longer periods to stock-brokers, but these 
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loans are shown in their advances Money lent at call and 
short notice is repayable either on demand or at a week or 
two’s notice. The rate of interest earned is between % 
and 1 per cent, and its amount is usually about 7 per cent 
of the bank’s deposits. This item plays a significant role 
in the working of the Tondon money market which we 
shall examine in its proper place. 

In Few York, which does not possess a discount market 
comparable to that of London, call loans are usually lent on 
the vStock Exchange. Call loans in the New York money 
market usually mean loans repayable on the demand of 
the lender without previous notice and secured by the 
pledge of investment securities, that is, stocks and bonds 
which are usually dealt in on the New York Stock Ex- 
change. The call rate is, of course, determined by the 
demand and supply of funds for this purpose It is usually 
above the rediscount rate of the Federal Reserve Bank. 
In Eondon, it is much below the Bank rate and is almost 
equal to the Eondon Bank’s deposit rate. In New York, 
if a call loan is not repaid on the following day, the rate 
applicable thereafter may change from day to day. This, 
future rate is known as the ‘renewal’ rate. In New York, 
the renewal rate is fixed by a committee of the Stock Ex- 
change in consultation with leading bankers. 

Jit Tnrtm., there is no discount market. Further, loans tO' 
the Stock Exchanges are not in the nature of call loans and 
they appear therefore under the heading of loans and ad- 
vances. Call loans in India usually refer to funds lent by 
banks to one another. The call money market, which is 
confined mostly to dealings between banks, is more active 
in Bombay than in Calcutta. Inter-bank call money is 
generally arranged through brokers, although banks in 
need of teinporary funds may also approach other banks. 
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directly.' The rate of iiiter-bauk call money varies with 
the stale of the market. It is usually higher in the busy 
season than in the slack season. There is a tendency for 
the rate to decline from hlay or June and then to rise again 
from November or December. The actual rate varies 
between % per cent and i per cent according to the period 
■of the year and the demand for call funds in the market. 

Bill.s Discounted •iND Bought 

Bills discounted may be promissory notes, bills of ex- 
■change or Treasury Bills In England, promissory notes 
,-ai e rare. Bills discounted by British banks consist of inter- 
national trade bills. Treasury Bills and a small volume of 
inland bills, tiometimes a bill bears in addition to the 
names of the firms concerned, the name of a well-lmown 
bank or of an accepting house. Such a bill is known as a 
bank bill while other bills are known as trade bills. The 
special characteristic of a bank bill is that the bank also 
guarantees that the bill will be paid on the due date. In, 
England, Treasury Bills yield about Yo, per cent, bank 
bills about the same or a little more, and trade bills between 
2 to per cent. Bills usually amount to from 13 to 20 
per cent of deposits. Bils discounted, money at call and 
short notice and cash constitute the liquid assets of a bank. 
The liquidity standard of British commercial banks is to 
maintain a cash ratio of about ten per cent, provided, how- 
ever, that the total liquid assets inclusive of cash are be- 
tween 30 and 33 per cent. If the total liquid assets 
should be lower than this, the cash ratio should be higher, 
and WR newa. 

In the U. S. A., although a considerable proportion of 
the assets of commercial banks consists of promissory notes, 
with or without security, and trade acceptances, official 
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statistics make no distinption between loans and discounts. 
Discounts are shown under ‘Doans and Advances’. 

In Tudia^ the bills portfolio of commercial banks, parti- 
cularly of Indian banks, is small. There is no bill market in 
the sense in which a discount market exists m London. The 
exchange banks carry a large portfolio of foreign bills of ex- 
change. But Indian banks invest but a comparatively small 
proportion of their deposits in either trade or Treasury Bills. 

Investments 

Investments constitute a banker’s fourth line of defence, 
after cash, money at call and short notice, and bills dis- 
counted. They also yield a higher return than can be 
obtained on these liquid assets, although the return is not 
as high as it is on loans and advances. When the demand 
for loans falls off, the banker invests his funds in gilt-edged 
securities, and when the demand for loans inci eases, he 
meets it in all probability by realizing his investments. 
The investments of British banks are almost entirely in 
Government securities, with some infusion of other gilt- 
edged securities. In the past, their investments varied 
•between 14 and 17 per cent of their deposits. Prior to the 
last war, they stood at about 27 pei cent, but declined to 
about 25 per cent in 1945. 

The percentage of investments to deposits is much higher 
in the U. S. A. than in Lngland. Thus for iq 37 > i94o and 
1944, it was 44, 40 and 63 respectively. 

The investment portfolio of .the. I ndian commercial banks 
is also considerable. This is largely due to the undeve- 
loped state of a bill or a call-money market in this country. 
Investment in gilt-edged or serai-gilt-edged securities ia 
therefore regarded as a very liquid type of investment, 
although, from the standpoint of liquidity, it should be 
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remcinlicred that those securities are noruiallj’ highly shift- 
able but hot without risk of loss in respect of capital value. 
In recent years, the percentage of investment of Indian 
scheduled banks excluding the Imperial Bank to their 
deposits has been over 50 per cent. This percentage wan 
53.7 and 51.4 for the years 1943 and 1943 respectively. For 
the Imperial Bank of India, the percentage was 71.2 in 
1943 and 60.7 in 1943. hlost of the securities held are gilt- 
edged. A small proportion of these securities consists of 
Improvement Trust, Port Trust or Municipal bonds. 
Borne of the banks have also increased their investments 
in debentuies, shares and stocks of joint-stock companies, 
but the total of such investments is still very small. 

IvOAns and Adv.ances 

I 

Tn the item “Advances to Customers” says Walter 
Leaf, ‘We have reached what is the central portion of the 
activity of a bank.” Here the banker is brought into 
direct relation with the public, and it is by the way in 
which he lends money entrusted to him by the depositors 
that his capacity and judgement, as well as his usefulness 
to the community are judged. Loans and advances are the 
most profitable item in a bank's portfolio. As a bank 
aims at making the maximum profit, the banker is always 
anxious to lend as much of his funds as is possible in the 
shape of loans and advances. At the same lime, he has to 
be careful about the sdfetj' of such advances. ‘He ha.? to 
temp.er liberality with caution. If he is too liberal, he 
may ea,sily impair his profits by bad debts, and if he is 
too timid he may fail to obtain an adequate return on the 
funds which are confided to him for use. It is by his 
capacity in lending that a bank manager is judged.” 

Banking, p. 104. 

'■* op, cit., p, 155 



BANK ASSETS 


45 


lyoans and advances to customers, although the most 
profitable items in a hank’s assets, are the least li4uid. For 
although an advance or a loan may nominally be repay- 
able on demand, yet it is often difficult to get it repaid at 
short notice. A trader or business man "who has borrowed 
from ' a bank to purchase, say, additional stocks, cannot be 
expected to pay back the debt upon demand. No bank 
should or can, therefore, rely for funds in an emeigency on 
a wholesale demand upon its customers to repay their loans. 
On the contrary, if all banks were to do this in a crisis, the 
probability is that such action would still further aggravate 
the national financial difficulties and undermine public 
confidence. 

Foans and advances may take various forms and are 
allowed against varied types of securities. But ivhatever 
their form or the security offered, they have a common 
characteristic in that they must run for a short period. 
This is a fundamental iiractice with 'English banks, which 
distinguishes them from continental banks, and it is follow- 
ed by Indian banks as well. In England, the U.S.A. or 
India, it is recognized that it is none of the business of 
commercial banks to supply their customers with long- 
period or fixed capital. Their function is to provide the 
public with short-period or working capital. In assessing 
any proposal for an advance or a loan, the banker has to 
satisfy himself, firstly, as to the period for which the 
advance is needed, and secondly, the prospects of its re- 
payment on the termination of this period. Fiquidity 
should be his prime consideration, and he should not be 
tempted by the soundness of the security or the rate of 
interest offered to impair his judgement about the neces- 
sary degree of liquidity in his advances. In addition, a 
hanker wants to be satisfied about the purpose for which 
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an advance is required, as he usually discriminates against 
and discourages speculative advances. 

Advances of British banks have in the past usually 
amounted to about 50 per cent of their deposits, but in 
recent years the percentage has fallen considerably below 
this. This is due to the lack of a sufficient number of safe 
borroivers, with the result that the pioportion of invest- 
ments has increased. This is a tendency which is almost 
a universal one, and applicable to commercial banks in al- 
most all countries. In the U. S. A., the proportion of loans 
and advances to deposits of coniinercial banks in recent 
years has been about 20 per cent. In Iiidia ^ for all sche- 
duled banks excluding the Imperial Bank it was 32 per 
cent in 1942 and 33.6 per cent in 1943. Ever since the last 
war, the proportion of loans and advances of commercial 
banks to their deposits has greatly declined while that of 
their investments has considerably increased in all countries. 

As already stated, loans and advances may assume 
different forms and may be offered against different types 
of securities. We shall now e.xplain them by reference to 
Indian practices. 


Forms of Advance:, s 

Advances to customers generally assume one of three 
different forms, namely, loam, c ash-cred it or over draft 
account. The last two are operated through the current 
account of the customer, while a loan account is treated as 
a separate one. A loan can be obtained from a bank by 
a person who has no account with it, although in actual 
practice a banker will not entertain a proposal for an 
advance from a person unless he is one of his customers. 
To operate a cash-credit or an overdraft account, a person 
must have a current account with a bank. 
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In their actual operation, an overdraft and a cash-credit 
account are alike. In both cases, the customer is allowed, 
to overdraw his account with a bank up to an agreed, 
amount. In the case of a loan, a separate loan account is 
opened and the amount of loan sanctioned to the customer 
IS debited to the loan account and either paid to him in 
cash or credited to his current account. One great advan- 
tage of the cash-credit and overdraft accounts, and inci- 
dentally the reason why they are preferred to a loan, 
account, is that while, under these accounts, interest has 
to be paid only on the amount overdrawn at any time and 
not on the full amount up to which the customer may have 
been allowed to overdraw his account, under the loan 
account, interest has to be paid on the full amount of the 
loan taken. To safeguard the bank against loss that inay 
ensue by its customer not overdrawing his account at all 
under arrangements made under the overdraft or cash- 
credit accounts, although it has to keep funds free for this, 
eventuality in terms of the agreement made with him, an 
interest clause is sometimes inserted by which the customer 
IS obliged to pay interest to the bank on a certain propor- 
tion of the amount arranged for, say one-third or one- 
fourth, even though he may not have overdratvn his. 
account to this extent. 

Another difference between a loan account, on the one 
hand, and a cash-credit or an overdraft account, on the 
other, is that the former is generally opened for_^consump- 
tion purposes or for financing the long-period requirements 
of industries agaijist the security of block capital. Toansr 
are usually of a longer duration than overdraft or cash- 
credit advances. 

Overdrafts are usually granted against the security of 
stocks and shares, jute and gunny delivery orders, or 
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hnlliou. Sometimes advances aie granted against the 
borrower’s own promissory note nith or without a 
guarantor, but without any collateral security. Such ad- 
vances, however, constitute a very small propoition of the 
total advances granted by .scheduled banks. Cash-credit 
arrangements aic usually made against the security of com- 
modities, agricultural or maiiufactuied, stored either m 
recognized warehouses or mostly, in view of the dearth of 
good warehouses, in the bank’s own goclown.s. 

Nature of Securities Offered 

Advances may be granted against; the personal security of 
the boi rower only, that is, against his iiromissory note. 
Such advances are known as unsecured advances, but they 
are not unsecured in the sense that the bank has nothiiig to 
fall back upon. The advance is given against the personal 
credit of the borrower and its security depends upon the 
present condition and future prospects of the borrower’s 
business. The banker will call for copies of balance-sheets 
and profit and loss accounts of the busine.ss for the past few 
years, or for as many years as are available, certified by a 
reliable accountant. He will have to examine these state- 
ments carefully with a view to ascertaining the financial con- 
■dition of the business. In addition ne will have to relj’- upon 
his knowledge of the personal character of the borrower, his 
habits, reputation and capacity. All these are sometimes 
referred to as the three C’s, character, capacity and capital. 

Where a banker does not consider the personal security 
of the borrower as adequate, and where, further, the latter 
is unable to offer any additional collateral security, the 
hanker may ask for a guarantee. A guarantee is an under- 
taking given to the banker by a person called the guarantor, 
to be answerable for the debt of another person, namely, 
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the. borrower, to the banker upon the detault of the bor- 
rower. The advantage of a guarantee is that it is a con- 
venient form of security and can bd easily given. Its 
disadvantages are that it may prove unsatisfactory if the 
■con ti act of guaiaiitce is not properly drafted, and that, as 
a security, it is entirely dependent upon the initial and 
■continued solvency of the surety. Before accepting the 
guaiantee of any person, the banker should make enquiries 
about the character, capacity and financial standing of the 
guaiantor, for what happens in the case of a guarantee is 
that in addition to the personal security of the borrower, 
the banker obtains that of the guarantor as well. The 
banker should also be careful to make clear to the proposed 
surety the nature of the document he is expected to sign 
so that he may not afterwards plead that he did not under- 
stand its contents. Another point in connexion ivith a 
guaiantee is that it should be a continuing guarantee, that 
IS, a .security which will continue, although the balance of 
the debtor’s account may fluctuate from time to time. A 
guarantee should therefore expressly state that it ‘shall be 
a continuing guarantee’, as otherwise it might be held to 
cover merely the debt which existed at the time the 
^uaiantee was given. 

Apart from a personal security or guaiantee, tangible 
securities may also be offered for taking a loan from the 
bank. Such securities are also referred to as collateral 
securities or simply collaterals. Collateral securities may 
lake various forms, but may be grouped in three broad 
■categories, namely, debentures, slocks, shares, bonds, etc. 
goods and documents of title to goods ; and immovable 
property. We shall examine these different types of 
securities — their value and what a banker has to do — ^in 
greater detail later on. 

4 



CHAPTER VII 

BAN RINC, vST Rl rcTl 'R E 

In studying the organization of the banking system of a 
country, two questions are importauL ( )ne is the nature 
and scope of the individual bank’s activities, and the other 
is the structure provided for iiiter-baiik relations. The 
latter problem dealing with how far the banking system 
gravitates towaids a ceiiral banking system, we shall exa- 
iiiiiie in the succeeding chapter. V’e shall deal first with 
the organization of the individual banking institution. 
This in cfl’cct involves an examination of the question of 
unit veisus branch banking. 

The U.S.A. is the home of the unit banking organiza- 
tion. Under this .sj’-stem, the liank’s operations are con- 
fined mostly to a single office, though a few are allowed 
to have branches within a .strictly limited area. Histori- 
cally, this .system is the product of the American political 
philosophy of individualism. It is the financial counter- 
part of the independent commercial or industrial enterprise, 
which for long has been the dominant feature of tlie 
American economic system. It is also partly a result of 
the traditional fear of a ‘Money Trust’, and paiticularly 
the suspicion with which the Middle and the Far V^est 
have regarded the operations of the New York financiers. 
It may, be recalled here that during the late forties of the 
last century, a well-developed system of branch banking 
existed in the South and Middle West of America. But 
it came to an end with the Civil War. The southern 
banks were ruined or voliintaril}!' dissolved, while the 
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western banks were reorganized as unit banks under the 
National Bank Act o£ 1S63. The McFadden Act of 1927 
and the Glass-Steagall Banking Act of 1933 have intioduced 
certain changes favouring extension of branch banking. 
Branch extension is, however, still subject to various limi- 
tations, and these laws do not provide for an extensive 
growth in the number of branches. 

In contrast to the unit banks of the U.S.A., commercial 
banks in most countries are very large institutions with a 
network of branches scattered all over the country. Eng- 
land offers the best example of the branch banking organi- 
zation. She has five big joint-stoek banks, popularly 
known as the ‘Big Five’ — Floyds, Barclays, the Midland, 
the Westminster, and the National Provincial — ^with 9,500 
branches and controlling about three-quarters of the bank- 
ing resources of the country. Canada has ten chartered 
banks, four of which control four-fifths of the banking 
resouices. In Germany four joint-stock banks, popularly 
known as the ‘D’ banks — ^Deutsche, Disconto-Gesellschafi, 
Dresdncr, and Darmsteadtcr National, and in France four 
commercial banks — Credit Lyonnais, Societd Gdndrale, 
Coniptoir National d’Escompte, and credit Indusriel et 
Commercial — control by far the largest proportion of„bank- 
ing resources of their countries and hold positions m thcir 
respcctive countries comparable to that of the ‘Big Five’ 
in England. 

Tnrha is 11 all ally referred to as a country with a uiiit 
banking system. This description is, however, no longer 
true. In recent years, there has been a spate of branch 
banking development in this countiy. The number of 
branches and offices of all banks has increased from 322 in 
1918 to 2074. in 1940, as the following table will show^ : 
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NUMBER OF BRANCHES AND OFFICE^ 


I'JIS 

1930 

Reserve Bank 8 

Imperial Bank 163 

livchange Banks 99 
Indian Joint-stock 
Banks with paid- 
up capital and 
leseive of at 
least Re 1 Lakh 849 

1943 

Pi esidency Banks 68 
Exchange Bank.s ^8 
Indian Joint-htock 
Banks with paid- 
up capital and 
reserve of at 
least Re 1 Lakh 206 

Restive Bank S 

Impppal Bank 398 

Exchange Banks 84 

Indian Joint-stock 
Banks having ca- 
pital and re.ser- 
ves of , at least 

Re 1 Lakh 2,561 

322' 

1.119| 

3,051 


Although branch extension has been on a largo scale in 
this country during the last few years, it cannot yet be 
said that banking facilities are adequate m relation to our 
population. This will be borne out by the following facts 
for 1936 ; 



Population per 
banking office 

Deposits pet 
head in shillings 

India 

2,76,000 

112 

England and Wales . . 

3,900 

1,164 

U. S. A. 

7,900 

1,317 

Germany 


212 

Prance** 

20,000 

165 


The first table reveals that in the matter of branch exten- 
sion, Indian ioint-stock banks have taken the lead. 
Another noteworthy feature of the development of joint- 
stock banlring in India is the very large concentration .if 
resources in the hand of a few large Indian scheduled 
banks. The following table for the year 1943 will be 
found instructive in this connexion : 
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"Number of re- 
porting banks 

Branches 

In 1,000 Rs, 

1 Paid- 
! up 
capital 

Reserve 

Total 

Deposits 

Cash 

Balances 

AH class 'A' and 







class ‘B’ Banks 

244 

2844 

21,11,69 

8,52,61 

3,59,88,78 

89,61,78 

Indian Scheduled 






1 

Banks 

57 

1793 

16,56,54 

7,10,39 

3,19,65,39 

76,56,85 

The Big Five . . 

5 1 

456 

4,19,531 

4,82,74 

2,00,79,13' 

40,56,03 

The Biggest Two 

2 

241 

2,68,14 

2,92,22 

1,36,77,59 

29,33,25 


Class ‘A’ and class 'B’ banks are tliose having a paid- 
up capital and reserve of Rs. 5 lakhs and over, and Re. i 
lakh and over and less than Rs. 5 lakhs respectively The 
five big Jbidian^^iat^tock banks are the Central Bank of 
India, the Bank of India, the AUahabad Bank, the Bank 
of Bainda and the Punjab National Bank. The first two 
arc the two biggest Indian joint-slock banks. 

Ill legard to the concentration of resources in the hands 
of a few Indian joint-stock banks, it should be noted that 
the phenomenon is one of concentration of resources only, 
and not, as in Great Britain, concentration in banking and 
consequently of resources also. As distinct from the deve- 
lopment 111 Great Britain, there has been no large-scale 
process of amalgamation of banks in India. On the 
contrary, there has been a steady growth in the number of 
banks as well as in the number of their branches. It is 
also notew'orthy that, w'hile in Great Britain amalgamation 
has led to the closing down of many inefficient and unprofi- 
table branches, in India, on the contrary, there has been 
a spate of branch- expansion by individual banks with the 
result that many places, particularly in the mofussil, have 
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inoie bankuia eslablisliiiients than can be econoiiiically 
and profitably maintained. 

The ajiialgamation movement m (jreat Britain pro- 
voked a good deal of adverbc criticism during the last 
(Ireat War. So great was the fear that it might end in the 
formation of a money trust, n-hich would be mimical to 
national interests, that a Treasury committee was apiAoiiited 
in March 1918 to examine the whole question. The com- 
mittee came to the conclusion that 'the possible dangers 
resulting from further large amalgamation.s are material 
enough to outweigh the arguments against Clovernment 
interference, and that in view of the exceptional extent to 
which the interests of the whole community depend on 
Itanking arrangements, .some measure of Government con- 
trol IS essential’. The Government also brought forward 
a bill to give effect to the recommendations of the com- 
mittee, but it was withdrawn before it iDecame law in view 
of the fact that an agreement was arrived at between the 
banks and the Government to the effect that no further 
arrangements for amalgamation would be entered into 
without the consent of the Treasury. 

'^Uni'i' and Branch Banking Comparko 

Before the development of large-scale business, a unit 
banking system had many advantages and had to its credit 
much good work. In the U.S.A., for example, it fostered 
the rapid growdh of the coiuitry. Its local control and local 
outlook provided a sympathetic understanding of local 
needs. But it proved helpless before broader forces. The 
rapid development of transport and communications and 
the growth in the size of business establishments created 
conditions with which a unit banking structure could no 
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longer cope. Not only did the unit bank not possess sutfi- 
cient resources to finance the requirements of big business, 
but further, large-scale operations called for credit investi- 
gation of a kind that a small local bank was unable to 
make, In the .senonrL place, as a result of the development 
of communications, local banks have lost much of their 
best business to adjacent large centres with consequent 
adverse effects on diversification and liquidity of their 
asset, s. ITh-uklly, earnings have also been affected by rela- 
tively higher operating expenses and larger losses and 
depreciation. 

The disadvantages of a unit banking system aie usually 
the advantages of a branch banking- system. But in com- 
paring one ivith the other, it should be remembered that 
unit banking has the correspondent system, under which 
unit banks may have accounts with other banks in various 
places, and is thereby enabled to enjoy some of the advan- 
tages of branch banking. 

Blanch banking has, generally speaking, the advantages 
and economies of large-scale operation. The advantages are 
those of division of labour. In the firsf place, branch bank- 
ing ensuies economy of reserves. We have already men- 
tioned that the maintenance of an adequate reserve is 
■essential to a banker. A large bank can manage with a 
comparatively lower cash reserve per office, as one office in 
■difficulty can draw upon the reserves of other offices. The 
■disadvantage of a unit bank is modified to some extent by 
the existence of the correspondent .system. This means, 
however, that it has to maintain deposits with corres- 
pondent banks, which yield little or no retiiin. Sec-ondly, 
concentration of financial resources in the case of a branch 
hank enables a more lapid mobilization of resomces in an 
emergency as well as a more effective seasonal movement 



56 BVNKING PRINCIPLES, PRACTICE AND I. V\V 

of ftmdti. Such rapid inovemeiil of funds has, in thc- 
1hn.d i>iace, tlie effect of making interest rales tend to 
niiifoiinity over wide atca.s. popr llilr, branch banking 
enables risks to be spread geographically. By thus ai'ci ag- 
ing risks, it reduces them, and tlui,s niininiizes the daiiger 
of failuie. It may be argued that in times of general 
trade depiessiou, both the unit and the blanch banks will 
suffer equally Since, however, even during periods of 
general depression, capital goods industries are likely to 
suffer most and first, unit banks, if they are localized in 
such areas, will be very adversely affected. In addition to 
general trade depression, particular industries may suffer 
owing; to changes in fashion or technique. Unit banks 
localized in such areas may under .such conditions have to 
incur heavy losses and even collapse. Thus, even prior 
to the economic crisis of igag when boom conditions gene- 
rally prevailed, chronic depression in certain sections of 
Ainencau agriculture was responsible for the failure of 
many small local banks. During the same time, Rnglisli 
brancli banks were incurring heavy losses in the Lancashire 
cotton industry. They were able, however, to make up 
such lo.sses by profits made eksewliere, and had not to suffer 
any diibdclc. Riftkly, branch banking hclp.s to iai,sc bank- 
ing standards, for a big bank can afford to pay a competent 
banking staff of experts who will be aide to understand 
technical problems and provide broad judgement. In 
the sixtl,^ , place, the cost ol remittance business is greatly 
decreased under a branch banking system. A unit bank 
with correspondents at other places can also offer thi,s 
service, but not at such low cost, ijev.eiitlilv . branch bank- 
ing ensures economical expenditure and the rendering of 
better services througbout tlie country. For one thing 
overhead costs will be lower. For another, some banks 
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can, if neces&ary, be iitn at a loss. Such loss is more than 
made up by profits earned by other branches. 

As against these patent advantages of branch banking, 
certain problems- exist. For example, if a large bank 
should fail on account of incompetent management, wide- 
spread disaster may follow. Encth^, proper examination, 
may sometimes be rendered difficult owing to the physical 
size and ramifications of some branch banks. Hiird ly, 
under the unit banking system, failure of one bank has. 
only the effect of eliminating one weak spot. Under the 
branch system, a weak branch may be permitted to con- 
tinue for a long time with possible deleterious effect on the- 
bank as a whole Thus, it is said that the unit bank has. 
to meet its obligations, whereas the branch banking system 
may sacrifice liquidity to carry along a bad situation. In- 
cidentally, this is an argument in favour of extending 
branch banking by absorbing existing small local banks 
rather than by establishing new branches which will com- 
pete with existing local banks. In the last place, the claim 
that the unit bank has an advantage in that its manager 
knows local conditions and therefore is in a better position, 
to judge which particular businessmen are worthy of assis- 
tance may be mentioned. As ag.amst this, it may be 
argued that such a circumstance may also have a contrary 
effect The manager of a local bank may find it very awk- 
ward to refuse a loan to an mcompetent and dishonest 
member of a family with whom he may be on intimate 
social terms. The local manager of a branch banlc, on the 
contrary, may refuse the loan in such a case by putting 
the whole blame on the head office, without the social 
awkwardness which would arise if he had the sole respon- 
sibility for the decision. 

The advantages are, therefoie, very much in favour of 
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llie biancli banking syfeloiu With tliu growth of large- 
bcale businessj it is iio wonder that the trend of banking 
devclojunent m almost every couutiy is the growth of big 
banking institutions with a iietwnjrk of branches spread 
all over the conntry. 

In the U. S. A., this normal development has been held 
lu check by legal restrictioiis. But even in the U. S. A., 
there has been some notable change in the unit banking 
system during the last ftnv yeais. The development of 
chain and group banking has, for example, linked together 
under one control a number of institutions located at 
different iilaccs. By chain banking is meant the ‘control 
of a number of banks (each of which retains its own iden- 
tity, capital and personnel), through stock ownership or 
otherwise (such as through interlocking directorates and 
officers) by the same individual or group of individuals 
A\ho exercise the pierogatives of majority stock-holders”-. 
'Group-banking is very much like chain-banking. Both 
operate a number of ostensibly independent hanks as a 
more or less cohesive unit. In fact, the Federal Reserve 
Board and the Economic Policy Commission have grouped 
the two together. The Controller of Currency has, how- 
■cver, made the following distinction : ‘The principal 
factor in group-banking is that each group is centred 
around a city or metropolitan bank through nieaus of a 
holding company, ivliich owns the majority of stock of 
each bank, thereby creating a .system of banks more or 
less integrated in management with the central bank of 
the group.” Both chain and group banking have the 
object of securing some of the advantages of branch bank- 
ing within the limitations imposed by law in 'the U. S- A. 

' Steiner ; Money and Banking, p. S91. 

2 Quoted by Steiner op. cit., p. S93 



CHAPTER VIII 
Centrai, Banking 

In the last chapter Ave examined the nature and scope of 
an individual bank’s activities. We shall now consider 
the structure provided for inter-bank relation. This struc- 
ture in most countries is built upon \A'hat is called ‘the 
cential banking system’. In studying' this system, it 
should be borne in mind that there is no standard central 
hank pattern. The American system, for example, differs 
from that of other countries Again, the economic and 
market conditions of particular countries cause variations 
m the operations of different central banks. 

Bearing in mind such possible differences m the organi- 
zation and operation of different central banks, it may be 
stated that the principal duty of all central banks is to 
maintain stability of the monetary unit in the best interests 
of the general community. The distinguishing charac- 
teristic of a central bank is public service, — the mainte- 
nance of the stability of the nation’s credit structure and 
the promotion of its best economic interests. This object 
is also clearly stated in the preamble to the Reserve Bank^ 
of India Act, which says that ‘it is expedient to constitute 
a Reserve Bank for India to regulate the issue of bank notes 
and the keeping of leserves Avith a vicaa^ to secure mone- 
tary stability in British India, and generally to operate the 
currency and credit system of the country to its advantage’. 

To fulfil this object, a central bank is endowed Awth 
certain special .- poiwer^s. For example, it has usually the 
sole right''of note issue ; it is the banker to the government. 
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the cnstocliau of the nation’s reserve and the lender of the 
last resoit. But there aic also corresponding hnutations 
upon its activities directly following from its role as a 
central bank. It must not, in the first place, be actuated 
by considerations of profit, but must serve the collective 
interests of the community. Secondl y, it must maintain 
its assets in the most liquid form, for it is the lender of the 
last resort. Thirdly, it should not enter into direct com- 
petition with the ordinary conimeicial banks. Such com- 
petition would be both unfair and undesirable. It would 
be unfail because, as the central bank holds government 
balances, it could use these funds connietitively to the 
detriment of commercial .banks. It would be undesirable 
because such competition would rouse the hostility of com- 
mercial banks and thus render its task of controlling the 
general credit situation difficult. 

The Centrai, Bank and the Government 

Although the central bank is almost universally a 
privately-owned mstitutioii, it has to co-operate closely 
w'ith the government. It is the government which is ulti- 
mately responsible for controlling the ijionetary system of 
a country. This control is exorcised through the Treasury, 
which is a government department. In practice, however, 
the larger aspects of the financial policy of the Ti'easury 
are influenced by the advice tendered by the central bank. 

The government in a modern state can wield a great 
influence over conditions in the money market. It has, 
for example, great powers over the volume of internal long- 
term issrtes, the volume of external long-term lending and 
the effective short-term rale of iiitere,st by means of Trea- 
stuy Bill policy. \^diere there is an Exchange Equalization 
Fund, which is usually operated by a department of the 
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Govemnienl, the state can influence the Avliole money 
market in various ways. In addition, government activi- 
ties probably account for 25 per cent ot the total national 
economy. All these activities have an important bearing 
upon the currency and credit position of the couut(ry, 
Avhich in effect is the responsibility of the central bank. 
It is necessary therefore that m all these matters the 
government should turn to the central bank for advice. In 
some countries consultation with the central bank by the 
government is obligatory in matters concerning currency 
and credit ; and in other countries constant consultation 
has become the rule by a traditional development. The 
actual influence that a central bank may have, depends, 
of course, largely upon its standing and the moral and tech- 
nical qualities of its authorities. But it is a mistake to 
think that a central bank can by itself establish orderly 
monetary conditions if the government carries on an unwise 
policy leading to a serious deterioration of its own credit. 

The government and the central bank may disagree upon 
questions of policy. Thus the immediate interests of the 
Treasury and the views of the central bank may clash where 
the government wants to borrow money and therefore wishes 
to keep interest rates down, while the central bank may 
consider that general economic conditions demand that in- 
terest rates should be maintained or raised. * Or, the 
government may rvant to borrow more from the central 
bank than the latter considers desirable. In such cases, 
the government’s will must prevail if it cannot be persuaded 
to agree to the advice tendered by the central ba nk . If 
the Governor of the central bank maintains his opposition, 
he Avill be forced to resign and will be replaced by some- 
body more amenable 

The following opinion on the relationship behveen the 
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oenlriil bank and the government, of the Royal Coniinibhion 
on Money and Banking in Australia is woith quoting ; 
‘Wheie there is a conflict between the Government’s view 
o£ what is best in the national interest and the Buaid’s view, 
the lirst essential is a full and frank discussion between the 
two authorities with a view to exploring the whole problem. 
In most cases, this should ensure agreement on policy. . . . 
In cases in wliicli it is clear beyond doubt that differences 
are iiieconcilablc, the Government should give the Bank 
an as.surance that it accepts full lespodsibility for the pro- 
posed policy and is in a position to take and will take any 
action to mipleiiient it. It is then the duty of the Bank 
to accept this assurance and carry out the policy. . . . 
This does not imply that there should at any time be 
interference by the Government in the administration of 
the Bank.’ 


FlTNCTlONS UP Ckntral B.\nks 
T lie principal functions of a central bank may be 
enumerated as follows ; 

I To save as a bank of issue and assume lesfonsibiUty 
foi mainlaining ciuiency on a solid and secure footing. To- 
{his end, the central hank is granted either the sole right of 
note issue or at any rale, a partial monopolj’’ thereof. This 
exclusive privilege is of particular importance on the 
Continent and in countries like India, where the use of 
cheques is not so widespread as in Bhigland and America. 
Currency being an important medium of payment in these 
countiie,s, the sole right of note issue is a powerful weapon 
for controlling the monetary supply in the country. It 
may be mentioned, however, that the gold standard and the 
exchange standard systems provide for some method of 
automatic and obligatory issue and redemption of notes. 
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Thus, under the gold standard, notes can always be 
obtained against gold and under the exchange standard 
system against some foreign currency. In our country, 
rupees can always be had against sterling or vice versa 
But a central bank has normally also other methods *of 
issuing or withdrawing notes at its disposal, for example, 
through rediscounting of bills, granting of advances or 
purchase or sale of securities. 

In the issue of notes, the mam requirements are unifor- 
mity, elasticity and security. Uniformity is obtained by 
granting the sole right of note issue to the central bank. 
Elasticity is secured by basing the issue of notes paitly on 
gold and partly on trade bills, whereby note circulation is 
brought into some relation with the volume of business. 
Security is assured by requiring a inininiuin cover in gold 
of, say, 35 or 40 per cent, sometimes inclusive of foreign 
exchange, and the remainder, in government securities, 
trade bills or other commercial paper, 
v'g. To act as the sole 01 principal bankei and financial' 
agent geneially of the government. The central bank 
holds on deposit the government’s temporary surplus funds, 
assists government loan floatations, disburses government 
fimds, and finances the Treasury at certain times in antici- 
pation of heavy tax collections by means of advances or 
discounts of Treasury Bills The accommodation which 
the central bank may provide to the government to tide 
the Treasury over periods of teiuporary stringency mu.st 
be strictly limited in scope. E'or example, it should not 
exceed a certain proportion of the total budget revenue of 
the year nor should it be granted for a long period. The 
general rule is that advances should be repaid within the 
budget year, or at the outside within three months after 
the budget year. 
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3 To opciaic as a clcaimg house Joi othci hanks. — The 
■central bank usually 'acts as a clearing house for other 
banks, and settlements are effected by drawing cheques 
upon it. 

‘'4. To act as a icseivc bank and hold a potion oj the 
cash leserves oj commcicial banks, cithci by law 01 
tiadiiian. — The holding of a cash balance with the central 
“bank is obligatory in only a few countries. In England, a 
fairly cou.stant cash leserve of the clearing banks is main- 
tained with the Bank of England not by law but according 
to firmly established custom and forms the basis of Eng- 
land’s domestic credit structure. The holding by com- 
mercial banks of minimum cash balances with the central 
bank was discussed in the year following the last Great 
"War. No such obligation was imposed m the case of cen- 
tral banks established in Europe after the War ; but when 
■central banks were established in Canada, India, New 
Zealand and the Argentine, certain obligatory minimuni 
■cash balances were prescribed for the folloiving reasons • 
{a) The maintenance of balances by commrecial 
banks with the central bank may serve the 
puriiose of strengtliening the liquidity of the 
banking system. 

(b) The holding of such balances may be used as a 
basis for influencing the credit conditions of 
the commercial banks ; an increase in the 
banks’ cash resources giving an impetus to 
expansion of credit, and a reduction of those 
resources calling for ^ restriction ; and the 
percentages prescribed for cash requirements 
of the banks may also -be varied from time 
to time. 

fc) Lastly, the introduction of compulsoiy minimum 
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reserves held by 'the commercial banks may 
be an indirect method of providing the cen- 
tral bank 'with increased liquid resources. 

'5. To act as a hankeis' bank, to lediscount bills of ex- 
■change, promissoty notes and other commercial paper 01 
grant ' advances against approved securUiss picsented by 
■commercial banks . — ^This is an important function of the 
•central bank. By these operations, it may (a) supply 
■credit against domestic assets (e.g. home bills) and be 
‘the lender of last resort’, helping to ensure the liquidity 
■of the credit system, and (b) influence domestic credit con- 
ditions inasmuch as the official discount rate exercises a 
•certain influence on other rates in the market. In most 
■countries the, central bank deals only with other banks 
and not directly with the public. A notable exception 
.is the Bank of France. Although there may be no statu- 
tory provision in many cases obliging central banks to 
■deal with commercial banks only, in practice, however, 
they limit their dealings to banks, or apply to banks a 
lower rate than to other customers. Quite exceptional is 
the Bank of England, which deals not with joint-stock 
banks, but with the discount market. Among eligible 
paper, it is generally held that only first class commercial 
bills with a maximum currency of three months should be 
accepted, but, wdth certain central banks, an exception 
has been made in respect of agricultural bills, ivhich may 
be accepted with a currency of six or even nine months. 
The Reserve Bank of India, for example, may accept agri- 
•cultural paper with a nine months’ maximum currency. 
The ‘paper’ which is to be accepted as eligible for dis- 
■Gouuting should be of a liquid and self-liquidating character 
for if the resources of a central bank become frozen, its 
power of control over the volume of credit will be seriously 
5 
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reslricled. For the same I'dasoii, the advances of the cen- 
tral bank should also be against assets which can be easily 
liquidated. It is only within very narrow limits that a 
central bank should, if at all, grant advances against other 
assets. ^ The object of a central bank is, not to provide 
facilities for individual firms or for the government, but to 
increase or restrict its discounts and advances according 
to the requirements of the general credit position. Thes- 
is imifiied in its function as a lender of the last resort.' 

'^6. To undeiiake that it will endewnour to maintain the 
entire credit structure mi a sound basis, and conhol the 
volume of ciedit. — ^To this end, the central bank should 
seek to expand or contract the volume of credit in accor- 
dance with the needs of business and in the interest of 
national economic welfare. The central bank acts as a 
regulator and stabilizer of the monetary supply in the 
country. It controls both currency and credit. But as 
bank credit is the most important medium of payment in. 
practically all advanced countries, credit control consti- 
tutes in fact the principal task of the central bank. “How 
this is effected ive shall examine in greater detail in the- 
succeeding chapter. 
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commercial banks. Joint-stock banks can also create 
deiDosits by acquiring fresh assets. The problem of central 
banking control is therefore essentially one of regulating 
the bank credit which commercial banks can create. We 
shall study this problem under two sets of ciicumstances, 
namely, in an advaneofl rmintr y with an organized money 
market like England and America, and in a country with 

Australia. England offers the classical example of central 
banking control. 

As the commercial banks are the principal agency for 
the creation of bank credit, a central bank’s control over 
the volume of monetary supply must be exercised through 
its power of regulating the operations of these banks. 
Here two factors facilitate the work of the central bank. 
In the first , place, the commercial banks’ pow’er to create 
deposits depends upon the amount of their cash reserves. 
Sfifioodly, the central bank posses, ses considerable power 
over the supply of cash. 

By cash, commercial banks usually mean till money and 
balances with the central bank. It consists, therefore, of 
metallic currency, notes and deposits with the central 
bank. Of these, metallic currency is unimportant, and 
bank notes also are, say, in England, very much like small 
change. Commercial banks, however, aim at maintaining 
their till money and deposits with the central bank 
at the lowest, as these are idle assets. But they maintain 
a certain proportion between their cash and deposit liabili- 
ties, and their deposit liabilities to the public are deter- 
mined largely by their action in acquiring assets. Therefore, 
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Bank of England can determine the volume of Bankers’ 
Deposits with itself, and can supply whatever volume of 
notes is appropriate to that level of Bankers’ Deposits, the 
Bank of England will be controlling the general operations 
of the commercial banks’^. As commercial banks draw out 
notes only to the extent that is necessary to meet customers’ 
demands, the important point in controlling bank credit is 
the power of the central bank over the volume of commer- 
cial banks’ balances with itself, which these banks regard 
as equivalent to cash. 

How Cash can be Controleed 
The Bank of England can alter the deposits of com- 
mercial banks with it in three ways, namely, imrehase 
of Treasury Bills and Government securities in the market 
by the Bank of England ; (jj)- purchase of gold from ordi- 
nary bullion dealers by the Bank of England ; and (g) an 
excess of payments to the Government over payments by 
the Government. In the first case, purchase of Treasury 
Bills or Government securities means payment by the Bank 
of England to members of the public or other institutions 
or banks. These cheques have the effect of swelling 
Bankers’ Deposits with the Bank of England, while the 
holding of Government securities of the Bank also propor- 
tionately increases. The increased Bankers’ Deposits mean 
that commercial banks have a larger cash reserve with 
which they can acquire fresh assets, 'which would create 
deposits and thus increase the supply of money. Purchase 
of gold from ordinary bullion dealers has the same effect 
as in the first case. The third case has the effect of increas- 
ing Public Deposits at the expense of Bankers’ Deposits. 
As commercial banks’ cash is depleted, they will set about 
* Modern Banking, p 97 
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to restore tlieir cash position by calling in loans and con- 
tracting their deposit liabilities. The sale o£ Government 
securities, or of bullion in the market, or the excess of 
Governmeiit expenditure over receipts will have conse- 
quences in each case contrary to what has been described 
above. 

"Vt^e have seen that the Bank of England can, if it likes, 
legulate the cash reserves of commercial banks and thus 
the volume of monetary supply. But as it is at the same 
time the lender of the last resort, it can be approached by 
the commercial banks through the discount market to re- 
plenish their cash reserves. Thus, it would appear that as a 
lender of the last resort, the Bank of England may nullify 
its action in controlling the cash reserves of coiriinercial 
banks. But there is one very important point in this 
context. When the Bank* of England is approached for 
funds by the market, it means that its rate, that is, the 
Bank rate has become effective, for funds can be had from 
the Bank of England against eligible paper at its published 
rates only. When the discount market approaches the 
Bank of England for funds in view of tire fact that com- 
mercial banks have called back loans given to it, the 
market is colloquially said to be ‘in the Bank’ and the 
Bank rate policy is said to have been effective. When the 
Bank rate policy is effective, it means that the Bank of 
England has complete control over the market. 

Methods of Controeeing Credit 
Of the- methods available to a central bank for control- 
ling credit, the most important are the Bank rate and open 
market operations. Although a rise in the Bank rate is 
intended and often actually leads to a contraction of credit, 
and a fall has the opposite effect, there is no inherent reason 
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Avliy this should be so. 'The question whether there would 
be an expansion or contraction of bank credit depends upon 
the behaviour of the market rates of interest. If the change 
in the Bank rate does not reflect or anticipate a change in 
market rates of interest due to a change ni the supply or 
demand in the loan market, it may have no effect whatso- 
ever on the market. The Bank rate, therefore, achieves its 
effect mainly through a convention that other rates quoted 
in the money market shall ordinarily be related to it. 
There is, however, the further point that commercial banks 
are aware that the central bank has other weapons at its 
■disposal for making its rate effective, and they may there- 
fore agree to follow the lead given by the central bank in 
spite of the fact that market conditions may not necessitate 
such a course of action. 

A central bank may conduct open-market operations to 
supplement a Bank rate policy, or even independently with 
a view to regulate credit conditions. By open-market 
■operations are meant 'the purchase and sale of securities by 
the central bank in the open market. Open-market opera- 
tions may be of the following various kinds : 

(a) They may be undertaken to make a change in the 

discount rate effective. In countries where 
the operation of joint-stock banks is largely 
dependent on their cash ratio, the enlarge- 
ment or contraction of the cash basis by means 
of open-market operations is a fruitful method 
of , influencing credit conditions. 

(b) They may be made by monetary authorities to 

offset an inflow or outflow of funds in relation 
to foreign markets. In England, such opera- 
tions were regularly made before the last 
war through the agency of the Exchange 
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Equalization Account with a view to counter- 
balance the influence on the internal credit 
structure o£ movements o£ short-teim funds* 
and also of seasonal variations. 

(c) They may be conducted to offset g,overnment 

receipts or expenditure, for it is desirable 
that the Government by its operations, should 
not deprive the market of current funds 
Open- market operations for this purpose are 
not necessary if the Government keeps its 
funds largely with commercial banks as in 
the U. S. A. 

(d) They may be undertaken not only to make a 

change in the discount rate effective, but also 
to assist in the lowering of long-term rates of 
interest. In England, for example, in 1932 
the expansion of credit was -made primarily to 
help business by the cheapening of money, 
but advantage m'us taken of the subsequent 
decline in long-term rates to carry through 
the big conversion of War Eoans. 

We may also mention some other devices which a central 
bank may employ to control credit. They are ; 

(1) Moral suasion . — ^In England, says Coulborn,*^ 
moral suasion has particular reference to the 
rate and destination of investment. The Bank 
of England has great powers to influence over- 
seas issues, and the exercise of such powers i.s- 
motivated by a desire to influence the foreign 
exchanges. In so far as the Bank may be able 
to control new issues, it will be in a position to 
curb an incipient boom. In the U. S. A., the 
' An Iniroduciton to Money, p. 24G. 
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Restive Banks make a more effective use of this 
weapon for restricting credit to individual mem- 
ber banks, which, m their opinion, have been 
unduly expanding credit. This has been made 
possible by recent legislation which has added 
a further objective to their lending policy, 
namely, 'maintenance of sound credit condi- 
tions’, under which Ipans may be refused to any 
bank which is making an undue use of bank 
credit ‘for the speculative carrying of or trading 
in securities, real estate or commodities, or for 
any other purpose inconsistent with maintenance 
of sound credit institutions’. 

{2) AUemtioii of cash laUos . — This device is parti- 
cularly useful in countries where commercial 
banks have to maintain statutory deposits with 
the central bank,^ and where, further, the latter 
is given power to alter the proportion of 
deposits that have to be maintained with it. 
It has been used, for example, in the U. S. A., 
not with a view to altering the volume of credit 
at once, but to absorbing member banks’ excess 
reserves which threaten inffation. In England, 
joint-stock banks voluntarily maintain between 
4 and 5 per cent of their deposits with the Bank 
of England. If these reserves were made legally 
binding and the Bank were also given authority 
to alter this percentage, the Bank would be 
invested with a powerful means of control over 
joint-stock banks. It may be mentioned that 
the Macmillan Committee’ expressed the opinion 
that statutory embodiment was unnecessary, 
but that the Bank should represent to the joint- 



74 EVNKING rRINCIl'I^UH, PE.VCTIClj; 'VND EVW 

slock banks the cash percentage ft thought 
appropriate, and that these banks should alter 
their cash ratios accordingly. The alteration of 
cash ratios, it is claimed, will iiave an effect 
even superior to open-market oiierations, inas- 
much as it will affect all parts of the credit 
structure, short and long-term securities, bills, 
advances etc., whereas open-market operations 
fall with disproportionate incidence upon short- 
term securities, since these oiierations are by 
custom limited to this market. 

<3) Publicity — In England, the Macmillan Committee 
recommended a greater degree of co-operatio'n 
and mutual consultation with joint-stock banks. 
‘It is desirable’ said the Report, ‘that the 
clearing banks should be made awaie in the 
plainest possible manner whether the general 
tendency of policy of the Bank of England is 
towards a relaxation or contraction of conditions 
of the domestic market’. It is expected that 
the joint-stock banks will base their own policy 
in accordance with such information. In the 
TJ. S. A., the views of the officials of the Federal 
Reserve System with respect to financial condi- 
tions are made public through official publica- 
tions of the System or through other forms of 
public statements. These statements have 
sometimes constituted an instrument of policy 
fully as effective as specific action which might 
have been taken. Thus, the Federal Reserve 
Board issued a statement in February 1929 
warning against excessive use of credit for 
security speculation. 
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Effect of Ch\nges in Bank Rate 

A change in the Bank rate affects both the domestic and 
the external situations. When, for example, the Bank of 
England .raises-tbe,, Batik rate and sells, if necessary, secu- 
rities to make it effective, two results tends to restrict the 
volume of credit, In the ffrst place, market rates of interest 
will rise with the Bank rate. This, as we have already 
stated, may be a sympathetic rise in anticipation of the 
fact that the Bank can make the higher rate effective by 
.selling securities. In the secon d place, long-term interest 
rates also tend to rise with the short-term rates If the 
latter rise, while long-term rates remain stable, short-term 
securities become more attractive, with the result investors 
sell their long-dated securities and invest funds in short- 
term securities This process drives down the capital value 
of long-dated securities, which in effect means a rise in 
long=-term interest rates. If the rise in interest rates 
seriously cuts into profits, production and employment 
will fall off and prices will also have a deflationary trend. 
If, in spite of higher interest rates, profits continue to be 
satisfactory, the upward tendency in production, employ- 
ment and prices may continue. 

A fall in t he Bank rate, supported sometimes by pur- 
chases of securities, is intended to make conditions in the 
market easy. Interest rates fall, w'hile purchases of secu- 
rities have the effect of increasing the cash reserves of 
commercial banks. These are conditions which may be 
described as creating a borrowers’ market, for they favour 
borrowers of money. There is no certainty if they will 
lead to more active business conditions, for, it is always 
more difficult to talk the market into prosperity than it is 
to restrict credit and bring about a deflationary tendency. 
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We have so far described the effect of a change in the 
Bank rate on the internal situation. It also affects the 
external situation, and the external situation is materially 
influenced by changes that take place in the domestic 
situation. A rise in the bank rate, or dear money, reacts 
on the e3d.erjra.L- a.i tn ati on in the following manner ; ^ 

(i) Dear money tends to diminish the net amount 
which a country lends abroad or to increase 
the amount which it borrows. Both short- 
term lending and long:,term lending are 
affected, but it is the former which feels a 
change sooner and more sensitively. Thus 
there is an immediately favourable effect on the 
country’s balance of international payments 
and hence on its foreign exchanges and its 
gold reserves. This assumes that the change 
in the Bank rate is a change relative to rates 
elsewhere and is not merely keeping pace 
with changes elsewhere. 

{ii) Some part of the purchasing power which dear 
money tends to curtail will have been spent 
on imports or on home-produced goods which 
are now released for export. Thus dear 
money has a favourable effect on a country’.^ 
visible balance of trade, which again has a 
favourable effect on the country’s balance of 
international payments and hence on its 
foreign exchanges and on its gold reserves. 

{Hi) If the fall in prices which dear money brings 
about continues for any length of time, it 
necessarily puts a pressure on producers to 
reduce costs, including wages if necessary. 

Macmillan Committee's Report, pp, 9S-96 
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When costs as well as prices have fallen, the 
help to the country’s visible balance of trade 
resulting from the fall of prices will be on a 
more durable and reliable basis. 

Thus, the effect of a change in the Bank rate on the 
foreign excliange market is felt through the .short-term and 
long-term money markets and the balance of trade. The 
immediate effects are felt through short-term movement of 
funds. In fact, movement of these funds may rectify any 
adverse tendency in the balance of international payments 
for short periods. But, the flow of short-term funds 
depends upon two essential conditions : the existence of a 
good market for short-term funds in the centres aSected 
and confidence in the future of the foreign exchange value 
of the currency concerned. The first condition is best 
satisfied by the Bbndon bill market, where accepting liouses 
guarantee trade bills and the British Government, the 
Treasury Bills. In other big international financial centres 
such as New York, Paris and Berlin, the position is not 
dissimilar. But among the chief borrowers m most centres 
are the commercial banks, which should, therefore, possess 
an international reputation. The question is not whether 
they are or are not really sound, but that they should be 
internationally recognized as such. Tie second condition 
is also essential, for nobody would like to hold or invest in 
a foreign currency the future exchange value of which, is 
considered uncertain. Sayers puts it : ‘A difierential 
of I or 2 per cent per annum on a three months’ loan does 
not attract lenders if they fear that within three months 
the currency may have lost 20 per cent of its value in terms 
of lender’s home currency. Whether tlieir fears are rational 
or not does not, at a given moment, matter. The fact 
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that they have fears is enougli to stultify the action of the 
Bank rate weapon’.^ 

The inechanisui of credit control by a central bank 
described above is really applicable to conditions as they 
existed before 191^, say, in Gieat Britain. Since then, 
circumstances have gieally changed, and the effectiveness 
of the Bank rate has also suffered. The opinion has there- 
fore been expressed tliat although the Bank rate will always 
have its uses, ‘the future lies not with those who would 
rely 011 a refurbishing of the Bank rate, but rather with 
those who are prepared to add more weapons to the 
armouries of monetary authorities’.^ 

Unorganized Money Market and Centrae 
Banking Controe 

We have studied the mechanism and methods of credit 
control in an organized money market. We shall now 
examine the problem of credit control in an unorganized 
money market such as the British Dominions and India. 
The important peculiarities of the banking systems of such 
countries are a low development of the banking habit and 
offices, ail absence or unsatisfactory state of the short-term 
money market, and the coniiiarative ineffectiveness of the 
central bank, partly because it is newly established and 
partly because it is superimposed by statute and has had no 
tradition behind it. Of these peculiarities, the second and 
third are particularly relevant to Indian conditions. Canada 
and Australia have well-developed banking systems and the 
cheque habit in these countries is also prevalent. In India 
in recent years there has been a rapid progress in banking 
development, although, considering the vastness of the 
’ Modem Banking, p 181. 
op. cit., p. 185. 
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country and its population, banking facilities are still far 
from adequate. Further, the cheque habit has also been, 
growing as a means of settling debts. Of the three traits 
mentioned above, the chief characteristic of an unorganized, 
money market such as India is that there is no adequate 
■ organization for the mobilization of all surplus short-teim 
funds in the market for the purpose of their efiective 
utilization. The consequence is that these funds are not 
distributed among the various component parts of the 
money market in the most economical manner, with the 
result that a situation of acute stringency in one sector may 
-co-exist with easy conditions in another. The outward 
manifestation of this phenomenon is often the absence of a 
co-ordinated relationship between the various interest rates. 

In an unorganized market, a bank rate policy may not 
prove effective. The success of this policy depends- 
upon the fact that the commercial banks are generally in- 
debted, whether directly or indirectly, to the central bank. 
In such circumstances, the central bank can force the com- 
mercial banks to follow the lead given by it in respect of 
short-term interest rates. But when a central bank is 
superimposed upon an existing banking system, it is not 
easy to lead the commercial banks quickly into indebtedness 
to the central bank. Open-market operations in unorga- 
nized markets may further have only a limited scope, for 
the Stock Exchanges in those markets may be unable to- 
complete very big deals. Under such conditions, Sayers’" 
suggests certain possibilities of making the central bank’s 
control over credit effective. In the first place, there is a 
possibility of the central' bank securing a change in the 
composition of its liabilities by taking advantage of its 
position as a banker to the government. What is suggested 
* modern Banking, p. 293-297.^ 
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is that in a country not on llie gold btandard, or in a 
country on the g.old standard when the central bank cannot 
reduce its non-gold assets when gold is flowing in, the 
central bank can restrict the cash basis by raising govern- 
ment balances or deposits with it. This cannot of course 
be done by the central bank on its own initiative, and is 
possible only with the full co-operation of the government 
operating thioiigh the Treasury. It should be added that 
the variations in public deposits to be effective should be 
produced through revenue surplus and deficits and not by 
means of Government debt operations. In the second 
place, the central bank can be given power, as in New 
Zealand or the U. S. A., to vary the ratios of commercial' 
banks’ compulsory cash reserves to their deposit liabilities. 
By this means, the central bank can enlarge or contract 
the cash reserves of commeicial banks by lowering or raising 
the percentage of their statutory deposits with it. In a 
. non-gold standard country, the central bank may furtlier 
be given power to regulate the foreign exchange value of 
tlie country. 

In an , unorganized market, although the discount rate 
loses much of its importance, it is not without significance 
and serves a useful purpose. De Kock^ mentions that the 
•discount rate of central banks in such markets has a three- 
fold significance. In the iirst place, the discount rate, 
particularly in countries where central banks have large 
dealings with the public, indicates the rate at which the 
latter can obtain accommodation from the central bank 
against specified securities. But central banks, even when 
they have power to deal directly with the public, do not 
usually exercise it and confine their dealings to commercial 
hanks only. Even under such conditions, the influence of 
*■ Central Banliing, p. SO'l-ll 
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■tile discount rate is exerted indirectly inasmitcli as other 
■credit institutions generally adapt tlieir own rates to 
■changes in the official discount rate. In the .secon d place, 
the discount rate represents the basis of the rates at Avhich 
■coniiiiercial banks can obtain accommodation from the 
■central bank. In the Ihird place, the psychological value 
■of the discount rate is of great importance to the central 
bank as an instrument of credit control. The degree of 
its importance evidently depends upon the prestige of the 
■central bank and the co-operation it can secure from the 
.commercial banks. When this co-operation exists in large 
measure, a conventional relationship betwem the discount 
Tate and other market rates may be gradually evolved. 



CHAPTER X 


REGUEATION OF BANKING 

As a business, a bank stands in a category by itself. It 
has an exceptional social significance. Its operations affect 
the public interest and have an important bearing on the 
common weal Its importance is derived from the fact that 
it supplies a general circulation medium in the shape of 
bank deposits, and further that the value of this me’chuni, 
is materially dependent upon banking policy. The bank also* 
wields immense power m view of its control over loanable 
funds. It directs the channels of investment and therefore 
the types of business that will develop. Any error that the 
bank may make affects not only itself but also the entire 
community. A bank failure means not onty loss to deposi- 
tors and shareholders, but also deprives the general public 
of credit facilities. Foi all these reasons a bank is looked 
upon 'as a public utility and as such liable to state regulation. 
Further, as the state should have the final say in monetary 
policy, it is but reasonable to expect that banks should be 
subject to .state control. The need for control is greater in 
countries where a system of unit banking prevails, and the 
general public is ignorant and illiterate. Admitted that the 
state must have some control over the monetary supply and 
policy of a country, the important question is what should! 
be the nature and C|o;^tent of such control. The extreme 
form of control that has been proposed is that of nationaliza- 
tion of commercial banks. This proposal has not found' 
much favour in practice. But commercial banks practically 
all over the wmld have been made subject to some small 
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or large measure of control. We shall briefly illustrate the 
important features of commercial banking legislation in 
certain countries.^ 

The regulation of banks includes control over their forma- 
tion, restriction of their operations, administration of their 
liquidation in the event of failure and general supervision. 

Legislation to secuie adequate capitalization of a bank 
may take one or more of four mam methods. Firstly, law 
may provide for a fixed minimum capital. In Sweden, 
Belgium and Canada, there is provision for statutory 
minimum capital. A similar provision is also included in 
the Indian (j^mpanies’ Act of 1936 relating to banking 
companies Secondly, it may be stipulated that the capital 
should be a fixed percentage of liabilities, as in Switzerland. 
This is not a very happy provision inasmuch as a big bank 
with branches and offices over a wide area does not require 
as high a ratio of capital to liabilities as a small local bank. 
Thirdly, the amount of capital may be made to depend upon 
the population of the place in which a bank is situated, as 
in the U. S. A. A fourth method is followed in Spain, 
where the capital for each bank is fixed according to its 
particular circumstances. 

Legislation with regard to the operations of hanks may 
be grouped under the following heads : 

I Smplus . — In many countries, law provides for 

the maintenance of a surplus and regulates 
its amount In thp U. S. A., a national bank 
may not commence business unless it has a 
paid-up surplus of 20 per cent of its capital 
In addition, every national bank, before it 
declares a dividend, must carry forward 10 per 

* See Allen, etc Coinmercitil Birnhing Legislation and Control, 
pp. 3-52 
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cent of itb net profits until its surplus equals- 
Its capital. A similar provision is contained 
in the Indian Companies’ Act of 1936 relating 
to banks. In certain countries legislation is 
directed towards the special protection of sav- 
ing.s deposits, which are believed to be usually 
made by small depositors, for example in 
Argentine and Swntzerland. ITnless, however, 
It is also stipulated in what form of assets 
these surpluses should be held, it may be found 
in an emergency that they have, like caiiital 
and deposits, become iimnobili|^d. 

2. Cash Reserves and liquidity . — Commercial banks 

in America, India, Germany, Canada and 
other countries are required to maintain a 
statutory cash deposit with the central bank. 
The ratio of cash deposits may vary from 
country to country and between different 
types of banks within the same country. 
The maintenance of cash deposits with central 
banks by commercial banks may have two 
objects, to provide the central banks with 
funds, and to ensure liquidity of individual 
banks. A statutory reserve ratio does not, 
however, of itself ensure liquidity. The 
existence of a statutory deposit does not 
necessarily enable a bank to meet exceptional 
withdrawals. 'Whether the position of a bank 
is liquid or not does not depend on its statu- 
tory cash reserve, but on the nature of its 
assets as a whole. 

3. RcsUiction on- mixed hanking . — ^Mixed banking 

is prevalent in Germany and some other coun- 
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tries on the continent. In recent years, there 
has been a tendency away’- from mixed banking 
in favour of pure commercial banking. Thi.s 
trend is noticeable in some of the recent bank 
statutes. Thus, in Belgium, where mixed 
banking was once very widespread, the law 
of 1934 forbids a bank, which accepts deposits 
at interest repayable in two yeais, to hold 
shares in or participate in any commercial or 
industrial enterprise, with certain minor excep- 
tions. Some restriction on commercial or 
industrial participation has been imposed in 
Sweden, Norway and even Germany. In the 
U. S. A., the Banking Act of 1933 prohibits 
member banks from^ being affiliated to or con- 
trolling any corporation or association engaged 
principally in the issue, floatation, under- 
writing, sale or distribution of stocks, bonds, 
debentures and other securities The purpose 
of such prohibition of or restriction on mixed 
banking is as much to ensure the liquidity of 
commercial banks as to safe-guard them 
against undue risk of loss. 

Conti ol of assets . — ^Iii certain countries, legisla- 
tion seeks to regulate the assets of commercial 
banks. It is usually negative ■ rather than 
positive in character. For example, certain 
kinds of assets or transactions are forbidden. 
A common restriction is on the ownership of a 
real estate other than premises, for example, 
in the case of American national banks and in 
Sweden. In Germany, permanent participa- 
tions and investments in property and building 
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may not exceed capital and reseives. Retitiic- 
tions are also sometimes imposed on loans that 
may be allowed to a single ctistomer by 1)anks 
in Germany and Denmark and by American 
national banks. In certain countries, there is 
statutoiy provision in respect of the margin 
that must be maintained against loans granted. 

5. Restnction, on oxe)-bcinkmg and bank amalga- 
mation . — In many countries, legislation gives 
power to lesponsible authorities to control the 
establishment of new banks with a view to 
prevent over-banking. In Germany, the licens- 
ing authority, the Banking Commission, may 
refuse to grant a licence for the formation of 
a new bank if certain conditions are not ful- 
filled, In Canada, a special Act of Parliament 
IS necessary for the establishment of a new 
bank. In the U. S. A., the Controller of Cur- 
rency has considerable discretionary powers 
in granting charters to new national banks. 
Restrictions are also imposed in many coun- 
tries on the opening of new branches, for 
exainple in Germany, Italy and the U. S. A. 

Bank amalgamations are controlled by sta- 
tute in many countries. In Norway and Swe- 
den, official consent is required. Bven in Eng- 
land the consent of the Treasury is necessary. 
Ill the U. S. A., cpmbinations are restricted 
by legislation directed against branch banking. 

On the subject of restrictions on bank for- 
mation and merger, Allen makes the following 
observation,^ ‘Universal as are the laws res- 
' Commercial ’Banking Legislation and Control, p. 37. 
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tricting the formation, amalgamation and 
branch banking activities of commercial banks, 
it cannot be said that they have generally 
exercised any great effect upon the banking 
structure of the different countries. They 
Iiave usually been introduced when the move- 
ment which they intended to check had run 
its course.’ 

6. Control ovei interest tales . — This control may 
extend over interest paid on deposits or 
charged against advances. In the IJ. S. A , 
the 1933 Act prohibits the paying' of interest 
on demand deposits, that is on deposits repay- 
able within a month. In Argentine, interest 
paid on sight deposits must be at least three 
points less than the Central Bank’s rediscount 
rate and on savings deposits at least one point 
less. In certain countries, interest charged on 
loans is also controlled with the object of 
regulating the price of credit, especially where 
a central bank has no actual control or where 
no conventions as to rates exist. In Germany, 
for example, the maximum rates of interest 
on deposits and loans, ivhile ostensibly fixed 
by the banks, are really under the control of 
the Banking Commissioner. Canada has still 
a usury law, and no bank may charge a rate 
of interest exceeding 7 per cent. 

LiquidaMng Institutions . — Of institutions set up to help 
Tranks in difficulty or banks which fail, the Reconstruction 
Tinance Corpoiation established in the U. S. A. in 1932 
■deserves special mention. It has rendered signal service to^ 
banks in difinculty, partly by furnishing new capital where 
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capital has been deficient and partly by providing loans, 
against assets that are not eligible for rediscount at the 
Federal Re.serve Banks In this way, the Corporation has 
acquired considerable influence over banks it has helped. 
In Argentine, the Iivstituto hlovilizador wa.s establi.shed in 
1935 for the purpose of taking over the frozen assets of 
commercial banks A similar institution exists in Belgium 
and 111 Austria. 


Supervising Authority 

There are tliree main types of supervising authority. 
Firstly, iiisiiectorates appointed by the Crown, which work 
in close co-operation with the government. Control is exer- 
cised by the state, and the central 'bank has little or no 
voice in the matter. This is the system which obtains in 
the Scandinavian countries and also in Canada. Secondly,, 
there are the Banking Connnissions composed of several 
hiembers in'" countries like Belgium and Switzerland. 
Thirdly, in Germany and Italy, a highly centralized insti- 
tution of control exists. In the U. S. A., there are a 
number of controlling authorities, but the Board of Gover- 
nors of the Federal Reserve System is pre-eminent. Super- 
vision of national banks is vested in the Controller of 
Currency who is appointed by the President on the recom- 
mendation of the Secretary of the Treasury. The supervi- 
sion of state banks varies widely. 

We (have given a very brief account of some of the 
forms of legislative control over the activities of commercial 
banks. The question naturally arises as to how far such 
legislation is likely to achieve the ob,iect it usually 
has 'in view. Any system of legislative control has un- 
doubtedly its disadvantages In the first place, it may 
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encourage laxity on the part of bankers who may 
consider that their responsibilities end with the strict 
observance of legislative provisions. It has been aptly said' 
that by framing legal regulations the state takes respon- 
sibility on itself and relieves the subject of it. In the second 
place, banking is a business which calls for the use of 
delicate judgement and great discretion It cannot be re- 
duced to uniform principles or rules which alone legislation 
can ensure. It also involves carrying of risk the proper 
assessinent of which cannot be provided by law. In the third 
place, legislation like the deposit insurance scheme may 
induce weak institutions to undertake risk they should not. 
Such legislation may put a premium on the pursuit of evil 
practices by unsound banks and operate in practice against 
the interest of good banks, hastly, there can be no truer 
saying than that good banking is assured, not by good laws, 
but by good bankers The whole case in respect of bank 
regulation by legi.slatiou has been very well summed up by 
Allen in the following words^ : ‘An honest and competent 
management cannot be attained by legal enactment, but 
rather by proper methods of recruitment and training, 
proper remuneration and conditions of work and a system 
which gives wide scope and high prospects to the talented. 
It is here that the British banks have succeeded while those- 
of certain other countries have failed. So, too, an honest 
and efficient internal inspection system obviates the need’ 
for government examinations. It is believed that even in 
countries where legal regulation is most detailed, the ulti- 
mate success and efficiency of the banking system will be- 
due more to the groAVth of such traditions in the banks 
themselves than to external control. Past experience has 


op. cit., p 49. 
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made this evident for it has frequently happened that under 
■the same banking law one of tw'O banks has failed, while 
the other has emerged intact from the same ciisis.’ 

Banking Legislation in iNDit 

Until 1936, joint-stock banks in India were governed by 
the general provisions of the Indian Companies Act. A 
■departure was, however, made in 1936. Although banks 
were subject to no separate statute, part X-A of the Indian 
<10111930163 (Amendment) Act of 1936 was devoted exclu- 
sively to banks. The Reserve Bank of India was, however, 
giving serious thought to the question of banking legisla- 
tion. In fact, it prepared a Draft Bank Bill and submitted 
it along with a memorandum to the Government of India 
in 1939. The outbreak of the war postponed the 
•consideration of the Bill. In 1944, Sir Jeremy Raisman 
■introduced before the Central Legislative Assembly a 
Banking Companies Bill based primarily on the recommen- 
•dations of the Reserve Bank of India as incorporated in the 
Draft Bank Bill. * This Bill was subsequently circulated for 
eliciting public opinion through the Provincial Govern- 
ments. Subsequently, it was referred to a Select Committee 
which was due to meet in October 1945, but it lapsed before 
its consideration by the Committee. The piresent Bill, 
which Sir Archibald Rowdands introduced before the Central 
Assembly in February 1946, is based on the measure 
introduced in 1944, with certain inodiiications. 

The statement of objects and reasons appended to the 
ZBill enumerates its main features as follows ; 

(i) a simple definition of banking with the object 
of limiting the scope of legislation to insti- 
tutions in which the funds are deposited pri- 
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marily to ensure their safety and leady with- 
drawability ; 

(ii) prescription of minimum standards ; 

(iii) prohibition of trading with a view to elimina- 

ting non-banking risks ; 

{tv) inclusion in the scope of the legislation of 
banks incorporated or registered outside 
British India ; 

(v) introduction of' a comprehensive system of 

licensing of banks ; 

(vi) provisions for an expeditious procedure of 

liquidation ; 

(vii) inspection of the books and accomils of a bank 

by the Reserve Bank when necessary ; 

(vin) empowering the Central Government to take 
action against banks conducting their affairs 
in a manner detrimental to the interests of 
the depositors ; 

(f.v) prescubing of a special form of balance-sheet 
and conferring of powers on the Reserve 
Bank to call for periodical returns. 

From the point of view of practical bankers, the main 
features of the Banking Bill that deserve particular atten- 
tion are the following : 

I. Clause II t elating to the capital structuie of hanks. 
Under the Bill, the minimum paid-up capital and leserve 
must be one lakh of rupees and the maximum provided 
under it is Rs 20 lakhs. Subject to these conditions, a 
bank having a branch outside it5 province or its principal 
place of business elsewhere than in British India must have 
a paid-up capital and reserve of not less than Rs 20 lakhs 
and in other cases, that is, where a bank does not operate 
outside the same province, the aggregate paid-up capital 
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and reserve must be (/) five lakhs if it has any office in 
Calcutta or Bombay plus (fi) tv\ o lakhs of rupees in respect 
of each town, other than Bombay and Calcutta, having a 
population of over 100,000 111 which it has an office, plus- 
(iii) ten thousand rupees in respect of each other town, 
village or similar locality in which it has an office. 

Two observations are pertinent in regard to this section. 
Birst, the requirement of Rs 20 lakhs as the minimum 
liaid-up capital and reserve for a bank having offices in two- 
provinces will work as a serious hardship and handicap 
upon banks opeiating in areas where the boundaries of two- 
provinces adjoin. These banks may be quite small insti- 
tutions and yet have branches in contiguous business areas 
which ma}^ fall in more than one province. This 
anomalous position calls for adjustment and one solution 
may be to invest the Re,serve Bank with authoritj’’ to 
exempt, in its discretion, banks from complying with this 
requirement and lay doivn such alternative conditions as 
these banks may be required to fulfil. 

vSecdndly, the position of many existing small banks 
require sympathetic consideration. While clause ii, 
subject to what has been staled above, may be accorded full 
.support in respect of new banks to be established, it cannot 
be gainsaid that it may spell disaster to many small banks. 
6 orae of these banks may be beyond redemption and no 
sympathy need be shoAvn to them. But there may be 
others rvhich, with some concession or encouragement, 
may be enabled to survive to the lasting benefit of both a 
large number of depositors and shareholders. It would be 
a great pity and also extremely unwise if these banks rvere 
to completely succumb as a result of the ruthless applica- 
tion of Section ii. The problem of such small banks is 
of .special interest and importance to Bengal. A suggestion 
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•\vas mooted that a small advisory body consisting of 
Reserve Bank officials or independent Bengali bankers 
apiiroved by the Reserve Bank might be set up whose 
primary function it would be to examine the position of 
small banks either on its own initiative or at the request 
of the small banks and suggest suitable schemes, wherever 
warranted, for their resuscitation. A number of such 
banks may well be assisted to survive by various methods, 
such as, an extension of the period for complying with the 
requirement in respect of capital structure or suitable 
schemes of amalgamation, etc. 

2. Liquidity Piovisions. In a broad sense, clauses 13 
to 17, 19 and 20 may be grouped under this heading inas- 
much as these clauses are aimed at ensuring the liquidity 
■or safety of the assets of a banking company. Clause 13 
prohibits any charge on unpaid capital. Clause 14 pro- 
vides for the transfer every year out of declared iirofits 
25 per cent of such profits to the reserve fund until this 
fund becomes equal to the paid-up capital. Clause 15 
enjoins that all banks other than scheduled banks must 
maintain a cash reserve of a sum equivalent to at |least 
1^4 per cent of its time and 5 per cent of its demamd 
liabilities. Scheduled banks have to maintain a cash 
reserve of 2 per cent of their time and 5 per cent of their 
demand liabilities. Clause 16 restrains a banking company 
from forming a subsidiary company except for purposes of 
acting as trustee or executor or for business incidental to 
banking. This section also prohibits a bank from holding 
shares in any company whether by way of pledge or mort- 
gage or as absolute owner of an amount exceeding 20 per 
■cent of the issued and subscribed share capital of, that 
company or 20 per cent of its own issued and subscribed 
share capital and ■ reserves, whichever is less. Clause 17 
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prollibits a bank from making loans or advances on the 
security of its own shares or granting unsecured loans or 
advances to its directors or to firms or companies in which 
it or any of its directors is interested as partner, director or 
managing agent. Clause ig rcytiircs a bank to maintain 
in cash, gold, or unencumbered approved securities valued 
at a price not exceeding current market price an amount 
which shall not at close of business on any day be less 
than 25 per cent of its total deposits in British In'djila. 
Clause 20 provides that a bank must maintain at least 75 
per cent of its deposits in British India. 

These provisions should not prove irksome to or difficult 
of fulfilment by banks. It is only nece.ssary to add that 
the public should not entertain any exaggerated opinion of 
the value of these provisions in ensuring the soundness or 
liquidity of banking institutions. Only clause 19 has some 
direct value inasmuch as it provides that a bank must 
maintain at least 25 per cent of its deposits in ca.sh and 
unencumbered approved securities. But the stability and 
soundness of a hank will materially depend on how the 
balance of its deposits is invested 

3. Licensing oj banhs and theii branches. 

Clause 18 provides for licensing of banks. No existing 
scheduled bank need take a licence except in the case of a 
scheduled bank which is incorporated elsewhere than in 
India or the U.IC. and where the country in which it is 
incorporated discriminates in any way against banking- 
companies in British India An existing non-scheduled 
bank need not take a licence for five years from the com- 
mencement of the Act. The Reserve Bank is also 
empowered to cancel any licence under certain specified 
conditions. These provisions for licensing of banks are 
not harsh. But sub-clause 6 of clause 18 relating' to 
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opening of branches is of a controversial character. The- 
power which is sought to be given to the Reserve Bank to- 
have the final say as to whether or not a bank will be 
allowed to open a bianch at a particular place will almost 
certainly occasion misgiving and resen tnient on the part of 
commercial banks. 

Iii'-view of the delay in enacting the Banking Companies. 
Bill, an Act has, however, been passed in 1946 entitled the 
Banking Companies (Restrictoin of Branches) Act for the 
purpose of restricting the indiscriminate opening and- 
removal of branches by banking companies. Under this. 
Act, no banking company may open or change the location 
of an existing branch without obtaining prior permission 
111 writing from the Reserve Bank. Before giving' this, 
permission to any banking company, the Reserve Bank 
may take into consideration its financial condition ox- 
history, the general character of its management, the ade- 
quacy of its capital structure and earning prospects and' 
the public interest to be .served by the branch. 

Some minor obsoivations on certain other sections of the- 
Bill may be made. Clause 13, for example, says that a- 
bank shall not pay, directly or mdiiectly, by way of commis- 
sion or lemuiieration or 111 any other form for shares sold 
an amount exceeding 2 % per cent of the paid-up value of 
the shares For facility of wmrk and accounting, the 
amount should be 2 % per cent on the subscribed and not 
paid-up value of the shares. The intention of clause 21 
requiring banks to submit a return of unclaimed deposits 
which have not been operated for ten years is not clear. 
If, as has been suggested, the Government would propose 
to take over these deposits themselves, it will not be fair 
to the banks. Foi, even if .such amounts be regarded as in 
the nature of a windfall, there are cases where banks may 



96 BANKING I‘RINC1PI,ES, PR\CTXCE AND DAW 

suffer unforeseen losses in respect of which the Government 
evidently do not propose to accept any responsibility. 
Under clause 31 the period of moratorium that can be 
.granted by couits is limited to three months. An atiplica- 
tion for a moratorium shall be ordinarily accompanied liy 
a report of the Reserve Bank indicating that in its opinion 
the bank concerned will be able to pay its debts if the 
application is granted Clause 32 provides for the winding 
up of a banking company if it should fail to meet lawful 
demand for payment within 2 or ^ days or on the applica- 
tion of the Reseive Bank which uill be made if on an 
inspection of the affairs of the banking company it should 
appear to the Reserve Bank that its business is being con- 
ducted to' the detriment of the interests of its depositors. 
Tiiere should, however, have been a further provision 
under which pending the disposal of the application for 
winding up, a bank shall not be allowed to fritter away 
its resources. To avoid unnecessary expense and delay in 
liquidation proceedings, the Reserve Bank is to be the Gffi- 
•cial Liquidator for the winding up of banking companies. 
Clause 39 makes all bank amalgamations subject to the 
approval of the Reserve Bank so as to prevent amalgama- 
tions between unsound companies. 
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CLEARING 

Some machinery for the handling of ‘items' such as cheques 
and drafts, payable by banks on each other, is essential in 
every developed banking system. Items payable at othex 
banks may be dealt with in one of two W'ays, namely, 
collection or clearance. Collection involves the sending 
of these items to banks where they are payable, and receiv- 
ing cash over the counter in exchange. Clearance, on the 
other hand, involves offsetting reciprocal claims against 
one another and settling merely such balances or 
'differences as remain outstanding. 

Clearance is usually effected through the agency of a 
clearing house. A clearing house ensures many advantages. 
These advantages may be compared to those which the 
clearing process of an individual bank ensures to its own 
clients. A clearing house prevents frequent and tedious 
walks by a bank’s employees for the collection of cheques 
and drafts, the payment of the instruments in cash, and the 
consequent danger of loss in transit. It thus assures con- 
venience and economy. Further, it avoids the necessity of 
holding by each bank of large till money with prejudicial 
effects on the efficiency of the banking system. 

In Calcutta there are two clearing houses, one run by 
the Calcutta Clearing Banks’ Association and the other by 
the Metropolitan Banking Association. The former serves 
only the larger banks in Calcutta, which are known as the 
clearing banks, and a few others which have been accepted 
as sub-members. The Metropolitan Banking Association 
owes its origin to the imperative need felt by non-clearing 
7 
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banks in Calcutta to remove a crippling handicap on their 
business and prospects of expansion owing to the imposi- 
tion of a charge by some of the clearing banks for the 
collection of cheques and drafts drawn upon non-clearing 
banks, and refusal on the part of some other clearing banks 
to collect them at all. 

Procedure of Cdearing of Cadcutta Cdearing House 

All cheques, bills and other documents payable at the 
office of a member or sub-member in Calcutta may be 
passed through the Clearing House, It is provided, how- 
ever, that dividend warrants and telegraphic transfer 
receipts shall be accepted only at the first clearing, and, 
except on Saturdays, they cannot be returned through the 
special clearing. A sub-member is not entitled to deliver 
direct any document to be cleared on its behalf through 
the Clearing House. Documents of a sub-member must be 
submitted through its sponsor member whose represen- 
tative in the Clearing House will incorporate such docu- 
ments 111 the Clearing House Register of the sponsor 
member. 

Each member or sub-member has to provide for the use 
of its representative attending the Clearing House a Register 
suitably ruled in which a record of the documents received 
and delivered by him in the Clearing House will be entered. 

Each member enters into a separate delivery slip a list 
of documents, in detail, with the total number and amount 
thereof. This total is entered into the Register against the 
particular bank. This procedure is repeated in the case of 
documents received against all other member banks at 
each of the four daily deliveries from Monday to Friday 
and the three on Saturday. A representative of the 
clearing member at the Clearing House hands over to a 
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representative of each drawee member the documents 
deliverable to him together with a delivery slip ; the repre- 
sentative of each drawee member thereupon enters the 
documents in his Register. After comparing the delivery 
slips with the documents received and verifying the totals, 
each representative totals the receipts and deliveries in his 
Register, strikes a balance therein, showing the net 
amount due to or by his principal, and hands over the 
Register to the supervisor of the Clearing House, who then 
strikes the gross balance of the whole. 

Procedure op Clearing of Metropoutan Clearing 
House 

The Metropolitan Banking Association conducts only one 
clearing on every working day through its Clearing House. 
Each member of the Association has allotted to itself a 
separate counter attended to by its clerk. Cheques or other 
articles payable on demand drawn on member banks and 
received by other member or non-member banks, whether 
members of the Calcutta Clearing House or not, have to be 
presented at the Clearing House between the hours of 
11-45 a.m. and i p.m. on ordinary business days and 
between ii a.m. and 12 noon on Saturdays. Although the 
clearing rules say that cheques and other articles, payable 
on demand, drawn on member banks and presented by 
members of the Calcutta Clearing Banks’ Association, shall 
on presentation be either paid in cash or returned imme- 
diately with return slips, this procedure is not actually 
followed as it was found in practice to be inconvenient. 

The procedure actually followed is as follows : Cheques 
and other articles received at the Clearing House are dis- 
tributed to the representatives of the banks on wdiich they 
are drawn. These representatives then leave for their 
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respective offices with the cheques and return to the Clear- 
ing House by 3 p m. witli either cash or return slips for 
articles that will be leturnecl unpaid. The clerks and 
durwans of the collecting banks .return to the Clearing- 
House about this time, and all payments in cash are made 
and received between 2 p.ni. and 3 p.m .Cheques not paid 
are returned with return memos. 

All settlements, it aviII be noted, are effected in cash. 
Another peculiarity is that balances are not as yet struck 
between debits and credits of even member banks. Full 
amounts for cheques and other articles presented are paid 
or received in cash, excepting, of course, those which are 
returned unpaid. 

In addition to the two Clearing Houses mentioned above, 
a brief reference may be made to two other forms of clearing. 
The first is a novel metliod evolved in Calcutta and is called 
'Pioneer Clearing’. It is a form of clearing which operates 
within the jurisdiction of the Calcutta Clearing House but 
carries with it no official sanction or recognition. In theory, 
it is nothing but a private arrangement between a member 
bank and a non-member bank — an arrangement which may 
or may not be recognized by other member banks. In prac- 
tice, however, it is recognized by other member banks. The 
arrangement consists in an instruction printed on the 
cheques or drafts of a non-member bank to the effect that 
these instruments may be collected through a particular 
clearing bank, and in other banks agreeing to follow this 
instruction. 

The other form of clearing is the ancient one, known as 
'Walks Clearing’. Instruments received for collection 
are sorted out under the head of different paying banks. 
Messengers are then sent round to present the instruments! 
to the paying banks and obtain cash in return. 



CHAPTER sill 
THE MONEY MARKET 
Definition 

A MONEY market is a market for the lending and borrowing 
of short-term funds. It is also a mechanism through which 
a large part of the financial transactions of a countiy is 
cleared. The term ‘money market’ may be used in two 
senses. In a broad sense, it includes all transactions for 
financing business of all types- In a narrow sense, it in- 
cludes only short period financial transactions. When we 
speak of the money market, we refer to it in this narrow 
sense. It is a reservoir of short-term funds, and is concerned 
with the buying and selling of temporarily surplus funds. 

The money market should be distinguished from what is 
described as the capital market. In practice, the two 
markets are often inter-related ; for, transactions originating 
in one market may be completed in the other. Thus, the 
payment of interest or dividend' has its origin in the capital 
market but may exercise its influence on the money market 
in the same way as the repayment of commercial paper does. 
Notwithstanding this close relationship between the capital 
and the money markets, they fulfil different purposes. The 
money market is concerned with short-term funds used 
mainly for financing current business operations or short- 
period requirements of the government while the capital 
market deals with long-term funds required by industry or 
government. In addition to the difference between the two 
markets in respect of time, there is also a difference of 
institutional control. Thus, in most countries, a special set 
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of institutions deals in long term funds. Whether they are 
called investment banker.s, money-lenders, brokers, mort- 
gage bankers or by any other name, they constitute the 
various elements that go to make up the capital market in 
a country. A different set of institutions or agencies deals 
in short-period funds. 

Nature op the Money IMarket 

A money market should be distinguished from, say, a 
commodity market. It' is neither so simple nor so highly 
organized as a commodity market is. A money market isl 
indefinite in two ways. Firstly, it is unorganized in the 
sense that there is no formal trading place, purchases and 
sales being effected wherever a buyer and a seller come 
together and reach an agreement. Secondly, there is a more 
or less constant flux m the personnel of the market except 
for a few institutions which specialize in short-term funds 
such as brokers and agents. A money market has therefore 
been described as ‘a loosely organized affair with a number 
of divisions and sub-divisions, each devoted to a particular 
type of credit operation and each constituting a separate 
market in itself. Each division of the market, however, i,s 
closely related to the others, and conditions in one affect 
the others’. 

Composition of the Money Market 

In a broad sense, say Madden and Nadler,^ a money 
market embraces a number Of independently organized 
markets, which are directly or indirectly related to the 
capital market proper. In this broad sense, a money market 
may comprise the following individual markets : (a.) the 
money market proper ; (b) the capital market ; (c) the com- 

1 The International Money Markets, p, 109. 
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inodities market ; (d) the foreign exchange market ; (c) the 
hiillion market, especially in London ; and, to a lesser 
degree, (/) the shipping market, and (g) the insurance 
market. 

Although the money market proper may thus be differ- 
entiated from the other markets, the close inter-relation 
between them should be borne in mind. The other markets 
support in various ways the money market proper. In these 
other markets are effected many business transactions which 
the money market finances, and without which a money 
market may not even be necessary. 

The money market proper, which deals in short-term 
iunds and with which we are primarily concerned, may 
again be divided into different sections. These subdivisions 
may vary in their content and importance from country to 
country. The main constituents of the London money 
market, for example, are ; (a) the discount market , (b) the 
acceptance market ; (c) the short-term government securities 
market ; (d) the carry-over or contango market, that is, 
the extent to which operations of stock-brokers are financed 
by short-term loans from the money market. In New York, 
the main constituents of the money market are : {a) the 

commercial paper market ; (b) the acceptance market ; 
fc) the collateral loan market ; particularly the broker’s 
loan market ; (d) the short-term government security 

market. In India, the money market proper has neither tlie 
significance nor the importance it has in London and New 
York. Its main constituents ate • (a) the call money 

market ; (b) the short-term government security market ; 
(c) the broker’s loan market and (d) the bill market. The 
bill market in Calcutta or Bombay js undeveloped, and the 
other sectional markets also are not very important. With- 
out the inclusion of the collateral loan market, the operations 
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of which cannot always be included within the strict mean- 
ing of the short-tenn money mai’ket, the Bombay or the 
Calcutta money market loses much if its significance for the 
volume of operations in the other sectional markets is com- 
paratively much smaller. 

Requisites of a Money Market 
The piincipal requisite of a money market on the supply 
.aide is that there should be a large volume of temporarily 
suiplus funds. This is so because tlie funds may be recalled, 
at any time. For example, if commercial banks have lent 
out money, they may have to recall it should depositors 
present them with a sudden demand for withdrawal of 
funds. The lender in the money market cannot therefore 
tie up his funds for a long period. Fven though in actual 
fact he may not need these funds for a long time, he lia.s 
always to be prepared for their sudden withdrawal. This ne- 
cessity for quick availability of funds lent out in the money 
market can be met only if the total supply in the market is 
large. This consideration is not aftected by the type of obli- 
gations in which funds are invested for even if they are first 
class loills or short-term government paper, it may be neces- 
sary at times merely to .shift these loans, not liquidate them. 
For example, if a loan is given against the security of 
government paper to a stockbroker and it is recalled by the 
lender, the broker does not usually sell his security.What 
he does is to obtain a loan from a third party and pay off 
the original lender. The particular loan or debt still remains 
outstanding in the market, but is only shifted from one 
person to another. Such shifting of credit is facilitated by a 
large supply of funds in the money market. If the amount 
withdrawn from the market at any time is not large com- 
pared with the total available supply of funds, no effect 
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o£ liquid papers, the better is it for the money market. For 
the market will then be in a position to absorb without 
difficulty the ebb and flow of funds. 

Institutional Organization of the IMoney Market 

The money market may be analysed on the basis of the 
different institutions engaged in lending and borrowing 
short-term funds. The nature of these institutions may differ 
from country to country. Fiuther, the same institution may 
appear both as a borrower and a lender in the market. 
Nevertheless the following classification indicates the prin- 
cipal lenders and borrowers in the market. Among lenders 
may be mentioned ; 

1. The Central Bank . — It is the ultimate reservoir 

of funds and the lender of tlie last resort. In 
England and America, it deals, directly or 
indirectly, with banks only. On the continent, 
particularly in France and Belgium, the 
Central Bank probably deals more with the 
public than Avith banks. In America member 
banks borrow directly 'from the Federal 
Reserve Banks, while in England, joint-stock 
banks do not approach the Bank of England 
directly, and the latter’s influence on the 
money market is exercised through bill 
brokers and discount houses. 

2. Commeicial Banks . — ^They are the most import- 

ant class of lenders in the market. They also 
figure at times as borrowers from the Central 
Bank, directly or indirectly. Most of the 
funds they lend to the market are received 
from depositors, and the major portion of these 
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funds is withdrawable on demand. We have 
seen that these funds are invested in variousf 
forms of assets. But it is in assets, which 
constitute what is called a banker’s secondary 
reserve, that the money market is interested. 
The outlet for short-term funds differs m 
different countries. In England, these funds 
are mainly loaned to bill brokers and discount 
houses or invested in the purchase of accept- 
ances and Treasury Bills. In the U. S. A., 
these funds are loaned to the acceptance, com- 
mercial paper and brokers’ loan markets. On 
the Continent, short-term funds are utilized 
in financing stock-market transactions and 
purchasing two-name trade bills, which upon 
endorsement by banks become eligible for dis- 
count at the central bank. 

3. Institutwnal invesiois, such as savings banks, 

insurance companies, trust companies and in- 
vestment trusts These institutions differ from 
commercial banks in that their funds are gene- 
rally not withdrawable on demand, yet they 
consider it necessary to maintain some portion 
of their funds invested in liquid assets. This 
amount finds its way into the money market. 

4. Piivaie individual-s, paitneiships and corpora- 

tions . — Under ordinary circumstances, this 
group does not find investment in the money 
market profitable on account of low interest 
rates prevailing there. If, for certain reasons, 
interest rates in the money market rise and 
become attractive, this group may divert some 
portion of their surplus funds to the money 
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market. This hapiictied during the Wall Street 
bpora of 192S-29. 

The borrowers in the money market must naturally be 
limited in number for they have to satisfy certain stringent 
conditions in the paper which lenders in the money market 
will accept. For example, the paper must be absolutely 
liquid, easily reali2able and of short maturity. In London, 
these conditions are fulfilled by such borrowers as bill 
brokers, discount houses and dealers in acceptances and 
Treasury Bills. In New York, the principal borroweis are 
stock brokers and security and acceptance dealers. In the 
leading financial centres on the Continent, security dealer. s 
and the smaller financial institutions are the chief borrowers 
in the money market. 

Central Banks and the Money Market 

Every money market is to a larger or smaller extent 
subject to the control of the central bank. The nature and 
method of this control may vary from country to country 
and has been explained in Chapter IX. 

Services op the Money Market 

A money market occupies a very prominent position in 
and renders many useful services to the national economy of 
a country. It is a mechanism through which surplus funds 
are pooled together. It offers the commercial banks and 
other financial institutions the means of temporarily em- 
ploying their surplus funds in easily realizable assets, and 
also constitutes a reservoir from which funds may be obtain- 
ed in times of special need. Its services to a nation are com- 
parable to those of a bank to a locality. The money market 
renders signal service to the government. It enables the 
government to obtain short-period funds to tide over tern- 
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porary difficulties. In its absence, the government would 
have been obliged to obtain funds either by borrowing from 
the central bank or by issue of cmreiicy notes. Both these 
processes would have had inflationary consequences, and 
would thus be hartnful to the national economic interest. 
In a good money market even foreign governments may 
secure short-term funds for meeting their temporary needs, 
flastly, the inter-relationship between^ the money and the 
capital markets may be emphasized. The existence of a 
good money market often facilitates operations in the 
capital maiket. The money market sometimes helps the 
carrying of long-term securities for short periods before 
tiiey are absorbed by the capital market. Further, condi- 
tions in the money market and the rates of interest obtaining 
there have an important bearing on conditions and interest 
rates in the capital market. 




PART II 

FOREIGN MONETARY SYSTEMS 




CHAPTER 2CIII 

THE monetary system OF GREAT BRITAIN 


The monetary system of a country comprises all banks 
including the central bank, and other credit institutions 
which exist therein for the purpose mainly of dealing in 
short-term credit. In Great Britain, the component elements 
are the Bank of England, joint-stock banks, certain other 
banks, acceptance houses, discount houses and bill-brokeis. 
We shall now examine these institutions which create or 
sell credit in the Eondon market. 

The B.tNK oE Engeand 

The Bank of England is the oldest central bank in the 
world and the nerve centre of the Eondon, and also of the 
international, money market Before the first Great War, it 
was the mainstay of the international gold standard. 

Among cehtral banks, the Bank of England occupies a 
unique position. Until 1946, it was a private institution 
practically independent of any form of legal control except 
in respect of its powers of issuing bank notes and granting 
loans to the state. It owed its foundation in 1694 to the 
difHculties of the government of the day in securing subs- 
cription to State loans. In consideration of a loan of 
£ 1 , 200,000 to the government of William III, a group of 
private bankers was granted, by an act of Parliament and 
a Royal Charter on July 27, 1694, the right to organize a 
joint-stock company under the name of ‘The Governor and 
Company of the Bank of England’. This is still the official 
name of the Bank of England. Subsequent extensions of 
8 
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the Cliaiter coincided with the grant of additional loans by 
llie Bank to the government. Finally, by the Bank Act of 
1S44, the Bank’s Charter \va.s extended for an indefinite 
period subject to teiniination by a year’s notice and the 
repayment of the debt amounting to';£ii,oi5,ioo due to the 
Bank by the state. 

In 1946, the Bank of England has been nationalized Its 
previous stock-holders have received a four-to-one allotment 
of Government stock to provide them with the same annual 
income as their holding of Bank stock had produced 
annually for the past twenty-two years In fact, their 
tivelve per cent return has been guaranteed for a further 
twenty years and as such they have no legitimate ground 
for complaint. 


Management 

The Bank is adininisteied by a board of directors known 
as the Court of the Bank of England. Until the Bank was 
nationalized in 1946, the Court consisted of a Governor, a 
Deputy-Governor and twenty-four meinlicrs. In theory, 
the Court was appointed by the shareholders, but in practice 
the new directors were recommended by the Court, and its 
recommendation tvas simply confirmed by the votes of the 
.shareholders. All were nominally elected for one year only 
but were entitled to be re-elected and were in fact re-elected 
from year to year. The offices of the Governor and the 
Deputy-Governor were usually given in rotation for two 
years, the Deputy-Governor succeeding the Governor, and 
the oldest director not in office becoming the Deputy- 
Governor. There had been deviations from this practice 
during the last wmr, while Mr Montagu Norman had been 
re-elected Governor from year to year from 1920 to 1944. 

Under the Act nationalizing the Bank, the number of 
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directors — excluding the Governor and his deputy — has 
been reduced from twenty-four to sixteen. They are all to 
be appointed by the Ciown. The Governor and the 
Deiiuty-Governor are to hold office for five years The 
directors are to be appointed for a term of fom years, 
one-fourth retiring every year. 

Operations of the Bank 

Although the Bank has been nationalized, eveiy signi- 
ficant feature of its former organization tliat is not directly 
inconsistent with public ownership has been preserved. 
What has mostly happened is that what was formerly an in- 
formal procedure has now been formalized. It is significant 
that the former Governor, Bord Catto, and the Deputy- 
Governor, Mr Cobbold, have been re-appointed for the new 
term of five 3''eais and that only three of the sixteen direc- 
tors now appointed are new The Treasury is, of course, 
now empowered to give directions to the Bank, but only 
after consultation with it at the highest level. In actual fact, 
this does not constitute any marked departure from existing 
practice. Subject to such directions, the Bank is free to 
conduct its affairs according to its own assessment of what 
will best serve national interests. Further, the Bank will 
not be subject to interference by Government in its day-to- 
day administration. 

The London ‘Economist’ comments as folloivs on the 
nationalization of the Bank of England : ''Nothing has 
happened to alter the original impression that the nationa- 
lized Bank of 1946 will not differ in any fundamental way 
from the privately-owned Bank of 1945 — or, for that matter, 
of the past decade. The Court will be smaller, and its 
composition somewdiat altered, but the staff and the prin- 
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cipal executives will remain the same. More information, 
it IS hoped, will be regularly forthcoming about the policies 
that are being pursued and the techniques required to iniple- 
meut them .... The regular working of the Bank will 
continue as before. The broad strategy will be neitlier more 
nor less dominated by Government policy than in recent 
years, whilst the tactics will be the Bank’.? own affair.’ 


The Note Issue 

One of the principal functions of the Bank of England, as 
a central bank, is that of note-issue. By the Bank Charter 
Act of 1844, the Bank was given the exclusive right to 
issue notes, subject to the existing note-issue privileges of 
the country banks. It was further provided that if, after 
the passage of this Act, any country bank should cease to 
issue notes, the Bank would be empowered to increase its 
fiduciary issue by two-thirds of the lapsed issue. By the 
Act of 1844, the amount of notes the Bank could issue 
against securities, that is, the fiduciary issue was rigidly 
fixed at ;£i 4 millions. With the final lapsation of the note- 
issue privilege of all country banks in 1923, the fiduciary 
issue of the Bank of England was raised to £19,750,000. 
Any further issue of notes in excess of the permissible 
fiduciary limit had to be covered cent per cent by gold 
bullion or coin. Since 1844 and until 1914, no provision 
existed in England for the automatic increase of note-issue 
either in times of exceptional stringency or to meet the 
demand for additional currency arising from the normal 
economic progress of the country. This inelasticity wms 
remedied largely by the growth of the cheque habit and the 
creation of bank money. But, even so, periodic crises- 
occurred owing to the rigid provision of the Bank Act. 
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Thus, serious crises which occurred in 1847, 1857 and 
1S66 were relieved, not by assistance of any provisions 
of the Act, but by their suspension, whereby the 
Bank was permitted to increase its fiduciary issue 
of notes Again, during- the crisis of 1914, at the 
outbreak of the first Great War, the Bank Act proved 
a failure.. The Government was prepared to suspend it 
again. But the emergency was met instead by the creation 
of a new form of money in order to satisfy the rising demand 
for cash. This amounted virtually to a suspension of the 
Bank Act. The Treasury was given authority to issue cur- 
rency notes in denomination of ;£i and lo^., leaving the 
amount and manner of issue to the discretion of the Trea- 
sury. These currency notes issued by the Treasury, also 
known as Bradburies, superseded the gold sovereign, which 
disappeared from circulation. 

Critics of the Bank Act of 1844 pointed to these difficul- 
ties as a justification of their contention that the provisions 
of the Bank Act were extremely rigid and unsuited to 
modern requirements. Although during the difficult years 
between 1914 and 1928 the position was modified by the 
issue of Treasury notes, critics pointed out that it confirmed 
their argument about the inadequacy of the Bank Act as the 
basis of the country’s credit system. It was also suggested 
that the inelasticity of the British currency system was 
partly responsible for the prolonged post-war depression in 
Britain, while the more elastic system of the U.S A., it was 
contended, had made possible the expansion of credit to 
keep pace with business requirements. 

Ill 1918, the Cunliife Committee inquired into the con- 
ditions of currency and foreign exchanges after the War. 
It generally supported the underlying principles of the Peel 
Act of 1844, but conceded that modern conditions demanded 
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a greater degree of elasticity in the currency mechanism. 
The main recorainendations of the Cunlifte Committee 
were . (a) the absorption of the Treasury currency by the 
Bank of England ; (b) adherence to the principle of a 
legally fixed fiduciarj'- issue as stipulated in the Bank Act of 
1844 ; (c) the retention of the ela.sticity provision of the 
Currency and Bank Notes Act of 1914, which permitted the 
Bank of England, with the consent of the Treasury, to issue 
notes temporarily in excess of the fiduciary limit ; and 
(d) a return to the gold standard as soon as the Bank of 
England could successfully maintain a stock of gold not 
less than £150 millions. 

The recommendations of the Cunliffe Committee wmre 
generally accepted and embodied in tw’o Acts. By the Gold 
Standard Act of 1925, the gold bullion standard was 
introduced, and the Bank was obliged to .sell gold in 
quantities of 400 ounces or more at ;£3. lys. lod. per 
standard ounce and buy gold at £3. 17^. gd. per ounce. 
The Gold >Standard Act abolished the free coinage of gold. 

Currency and Bank Notes Act, xqaS. — The other Act, 
which was enacted following the report of the Committee 
on the Currency and Bank of England Note Issues, 1925, 
was the Currency and Bank Notes Act, 192S. Thi.s 
Act amalgamated the two types of notes in circulation, tjie 
Bank of England and the Treasury notes, and fixed 
the fiduciary issue at £260 millions. This figure repre- 
sented approximately the eombined amount of the maxi- 
mum fiduciary issue of the Bank of England and the 
Treasury notes for 1927. All currency notes outstanding on 
November 22, 1^28 were transferred to the Bank, ivhich was 
also authorized to issue and los. notes. The Act also pro- 
vided that the fiduciary issue of £260 millions might include 
silver coin to an amount not exceeding £5}^ millions. In 
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the second place, the Act made provision to assure some 
degree o£ elasticity in the note issue Thus, authority was 
given to the Treasury to permit a reduction or increase of 
the fiduciary issue. The Treasury minute authoriz- 
ing such issue must be laid before both Houses of Parlia- 
ment. Any authority so given is applicable for a period not 
exceeding six months, but it may thereafter be renewed for 
a further period of six months, provided that no expansion 
or contraction of the fiduciary circulation shall exist for 
more than two years without express Parliamentary 
sanction. 

The Currency and Bank Notes Act, 1939. — ^The Currency 
and Bank Notes Act, 1939 which came into force from 
IMarcli of that year has brought about a noteworthy 
change in the note-issuing system of Great Britain. The 
essence of the change is that in future the assets backing 
the Bank of England note circulation — gold and securities — 
are to be revalued each week at market prices and that 
any discrepancy between the resulting figure and the 
amount of notes outstanding is to be remedied not, as 
hitherto, by adjusting the issue to the backing, but by 
exactly the reverse process, namely, diminishing or increas- 
ing that backing, as the case may be, through transfers of 
gold or securities to or from the Exchange Equalization 
Account. Thus it is the outstanding volume of notes issued 
which becomes the determinant factor in the position of the 
Issue Department of the Bank of England. The note-issue 
IS no longer to be deteimined automatically by changes in 
the volume of the gold reserve. 

The main provisions of the new Act are those relating to 
the revaluation of the assets in the Issue Department and to 
the consequent adjustment of the fiduciary issue. The 
Tevaluation is to take place on the basis of market prices 
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certified by the Bank of England. The fiist revaluation 
undei the Act took place inuuediately after it received Royal 
assent. The initial operation, on the basis of the gold price 
then prevailing, raised the gold reserve in the Issue Depart- 
ment from ;£i 26 millions to £221 millions. In order to 
neutralize this surplus of ^,95 millions the fiduciary circula- 
tion was reduced from llie figure of ;£40o millions to £300' 
millions which in future will be the ‘normal’ fiduciary- 
issue, replacing the figure £260 millions provided for 
under the Cuiiencj>' and Bank Notes Act of 1928. The new 
measure maintains the existing pi 0 visions for varying the 
fiducial y issue by Treasury minutes The immediate net 
effect of the gold revaluation and o'f the reduction in the 
fiduciary issue would thus have been to cancel some £5 
millions of notes and correspondingly to reduce the reserve 
in the Banking Department. But to maintain the note 
issue at its former level, and in consequence to prevent a 
sudden contraction in the Reserve, the Bank of England 
bought some £s millions gold from the Exchange Equaliza- 
tion Account. The new Act provides specially for such 
operations, stating that any gold bought or sold between 
the Issue Depaitment and the Account is to be priced at 
the last weekly valuation of the Department’s gold holding. 
Thus the authorities will have complete freedom to vary 
the amount of notes in issue by shifting gold to and from 
the Issue Department as well as by changing the fiduciary 
issue. There would thus be greater freedom of action. 

It shojild be emphasized that the new Act does not in any 
way prejudge the question of ultimate stabilization. Fur- 
ther, it neither imposes any new restrictions on the issue of 
notes nor removes any restrictions that are now in existence. 
It is true that the authorities have very large powers to alter 
the note-issue, since they can buy and sell gold betweem 
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the Account and the Dex^artment without recourse to the 
market and can alter the fiduciary is&ue, at least tempora- 
rily, by order. But these powers are not conferred upon 
them by the present Act. The first is implicit in the Finance 
Act of 1933, wdiich set up the Exchange Equalization 
Account, and the second ivas conferred by the Currency 
and Bank Notes Act of 1938. Between them, these poweis 
create a very elastic system of note-issue ; but the present 
Act neither adds to its elasticity nor subtracts from it. 

The neiv Act, hoivever, is the first explicit recognition of 
the principle that it is the size of the note-issue that deter- 
mines the size of the reseive, and not vice versa. This 
principle is explicit 111 the short run in the provision for 
week-by-week adjustment of the reserve and it is implicit in 
the long run too, for there is no doubt that if the public 
were to demand more notes than the total fixed under the 
Act, gold would be sold to the Department or the fiduciary 
issue raised. 


The Two Dbp.artments 

By the Bank Act of 1844, the Bank of England had 
been divided into two separate departments, one for the 
issuing of notes and the other for ordinaiy banking business. 
This division was also useful in the allocation of the profits 
of the Bank. For the profits of the Issue Department went 
to Government, while the profits of the Banking Depart- 
ment were available for distribution to shareholders. Now 
that the bank has been nationalized, all profits will accrue 
to the Government. 

The activities of the Bank in both its Issue and Banking 
departments are revealed, as before, in its weekly return. 
The following is the Bank of England Return for the week 
ended September 3, 1947 ■ 
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ISSUE DEPARTMENT 


Noies Issued ; 

111 Circulation . 

In Banking 
Department ... 

1 £ 

1392,412,870 

57,834,963 

Government Debt 
Other Government 
Securities 

Othei Secimties ... 
Com other than Gold 

1 Amount of F'ldu- 
j Clary Issue 
(Gold Coin and 

1 Bullion 

jiat 172s 3d. per oz 

fine) 

£ 

11,015,100 

1438,340,690 

635,499 

8,711, 

1450,000,000 

247,833 

1450,247,833 

1450,247,833 

BANKING DEPARTMENT 


I 


£ 

Capital 

14,553,000 

Govt Securities ... | 

319,367,350 

Rest 

3,924,926 

[Other Securities . 


Public Deposits 

12,485,469 

Discounts & 




Advances 

19,886,185 



I Securities 

1 17,909,058 

•Other Deposits 




Bankets . . 

292,304,491 


37,795,243 

Otliei Accounts . . 

94,267,270 





Notes 

57,834,963 



Com 

2,537,600 


417,535,156 


417,535,156 


Issue Departjient 

'Liabilities . — Notes issued represent the entire liability of 
the Bank. Notes jn circulation consist of notes in the hands 
■of the public and in the vaults of , banks. Notes held 
in the Banking Department are not in circulation, 
and represent the difference between the total notes 
issued and the notes in circulation. ’ 

— ^The a,ssets held as cover against notes are 
divided into (a) the fiduciary portion and (h) gold. The 
■fiduciary , issue is backed chiefly by government securities 
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and silver coin winch must not exceed millions. 

Government debt represents the loans made by the Bank 
directly to the government. Other government securities 
consist of government bonds, Treasury Bills, etc., while 
other secu-tikes include commercial bills, bonds, stock and 
foreign exchange. Gold coin and bullion represent the 
monetary stock of gold of the Bank. 


Banking Department 

EIABILITIES 

Capital . — Like the Government Debt, this also has been 
■unchanged since 1833. Until 1946, it was represented by 
fully-paid stock issued to the public which earned about 
12 per cent on the nominal amount. Now, the capital 
has been taken over by the Government. 

The Rest is a general reserve of the Bank, representing 
the accumulation of undivided profits, and the balance of 
the Profit and Loss Account. It has not been allowed to fall 
below ;£3, 000,000, and its gradual increase during the year 
gives an indication of the profit likely to be made by the 
Bank 

Public Deposits represent the sujns standing to the credit 
■of the Government Departments. They vary with the col- 
lection of income-tax, payment of dividends on Government 
.stock, etc,, while an important influence upon them is the 
incidence of Treasury Bill payments and maturities. 

Other Deposits are the deposits of the Bank’s other 
customers, including the balance of the other banks whose 
business is primarily domestic in character, shown 
■separately as ‘Bankers’ Accounts’. 

Movements in the item ‘Bankers’ Accounts’ afford a 
fair indication of the disposable funds of the money market, 
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and o£ the trend of financial affairs. Usually, Public 
Deposits and Bankers’ Accounts vary inversely. Amounts 
paid by the Government as interest and dividend out of 
the former help to swell the latter, whereas Bankers’ 
Accounts are decreased and Public Deposits swollen when 
income-tax payments begin to flow in. The relation be- 
tween these two items was very marked on the issue of War 
Doans, for these added enormous amounts to Public Depo- 
sits at the expense of the balance of the other banks. At 
times, however, the relation has been obscured by heavy 
borrowings on the part of the Government from the Bank, 
causing public deposits and government securities to in- 
crease together. 

In general, a high level of Bankers’ Accounts indicates 
that the banks have a large surplus of unemployed funds, 
and is usually coincident with low interest rates and cheap 
money. If a monetary crisis or a disturbance of credit is 
impending. Bankers’ Accounts may rise suddenly at the 
same time as the Bank rate ; the ri.se in the Bankers’ 
Accounts indicates that bankers are strengthening their 
position by calling in loans or realizing securities, whilst the 
rise in the Bank rate indicates that the Bank finds it neces- 
sary to raise the rate of_interesl in order to protect its 
Reserve, check borrowing and restrict credit. 

ASSETS^ 

Government Secuiities represent the extent of the Bank’s 
investments in British Government stocks and Exchequer 
and Treasury Bills. They include also loans to the Govern- 
ment on ‘Ways and Means Advances’ and 'Deficiency 
Bill', a mode of borrowing money originally used to finance 

’ See E. Thomas • Banking and Exchange, pp 143-45. 
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Government expeiidituie until the tax payments came iti, 
•and much resorted to during and after the War to tide over 
temporary shortage. 

Other secMities include the investments of the Bank m 
securities other than those under the first heading, and also 
advances to bill biokers and its customers other than the 
sState. 

Othei Sccuniies are sub-divided into Discounts and 
Advances and Secitrifees, and the sub-division makes 
it possible to form a clearer idea of market indebtedness. 
Discounts and Advances are increased when the market 
borrows from the Bank, that is, when loans are taken or 
W'hen bills are discounted on the market’s initiative. On the 
other hand, when the Bank buys bills on its own initiative 
as part of its open market policy, the increase appears in 
Securities — in ‘Government Securities’ when it consists of 
Treasury Bills and in ‘Other Securities’ when it comprises 
■commercial bills. 

A rise in Bankeis’ Accounts coincident with a rise in Dis- 
counts and Advances is generally evidence that bankers are 
strengthening their position. This drives market borrowers 
to the Bank for accommodation (in which event the market 
IS said to be ‘in the Bank’), thus causing an increase in 
Discounts and Advances to coincide with an increase in 
Bankers’ Accounts through the accumulation of funds in 
the hands of the banks. 

Reserve. — The last two items on the assets side, namely, 
notes and gold and silver coin, constitute what is known 
as the Bank’s Reserve. The Reserve is the basis for the ex- 
pansion of credit by the Bank, and, under normal condi- 
tions, it is the key to the Bank rate. The amount of notes 
held in the Banking Department is the stock which banks 
can use for meeting their cash withdrawals. It also je- 
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presents the amoimt of gold which the Bank can lose with- 
out any reduction m notes in circulation or expansion of 
the fiduciary issue In noriiial times the position of the 
Reserve aftords an indication of the discount and open 
market policy to be pursued by the Bank. 

yince the abandonment of the gold standard, and also 
under abnormal conditions, the Reserve has ceased to be 
a determining factor in discount policy. Thus in December 
1933, when the British Government paid its War Debt 
Annuity to the U S.A , the Reserve sharply declined but 
the discount rate remained unchanged at 2 per cent. 

The latio of^the Bank’s Reserve to its deposit liabilities is, 
known as the ‘proportion’ It may be compared to the 
cash ratio of a commercial bank. Since, however, the v'hole 
credit system of the country depends upon the liquidity of 
the Bank, this ‘proportion’ is consideralily higher than the 
customary commercial bank's ratio. It is not prescribed by 
law But before 1914, it was maintained at from 45 to 55 
per cent. Bhom 1914 to 1927 the average proportion ranged 
from 14 to 34 per cent. Since 1927 it has again increased. 
In the returns quoted above the proportion stands at about 
39 per cent. 

The> Bank of England Act and Commercial Bankhig : 
Certain powers given to the Bank for issuing directions to 
commercial banks are detailed in Clause 4(3) of the Act, 
which is the most controversial provision of the Act. The 
text of the clause is as follows : 

4.(3) The Bank, if they think it necessary in the public 
interest, may request information from and make recommen- 
dations to bankers, and may, if so authorized by the 
Treasury, issue directions for the purpose of securing that 
effect is given to any such request or recommendation : 

Provided that ; 
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{a) no such request or recommendation shall be made 
with respect to the afEairs of any particular 
customer of a banker ; and 
(b) before authorizing the issue of any such directions 
the Treasury shall give the banker concerned, 
or such persons as appear to them to represent 
him, an opportunity of making representa- 
tions with respect thereto. 

How far the powers now given to the Bank will involve, 
if at all, any undue interference in the normal administra- 
tion of commercial banks only the future will reveal. 
These powers are, howeve’", subject to certain limitations. 
In the first place, such directions as may be issued to com- 
mercial banks, although they have to be authorized by the 
Treasury, must proceed from the initiative of the Bank, 
whether the object is to secure information or make recom- 
mendations. Secondly, such directions cannot be used tO' 
victimize any particular customer of a commercial bank or 
to compel disci osuie of his circumstances Thirdly, before 
the direction is issued, the banker concerned will have a 
right to prior consultation and discuss the matter before- 
hand with the Treasury. Implicit in this piovision for 
prior consultation is the right of the banker to ventilate 
the whole matter in public, except where the Treasury 
would certify that the matter is one to which the ‘Official 
Secrets Act' w'ould apply. 

The discussion in Parliament over this clause of the Bill 
did not produce any clear or definite idea as to the way in 
which the powers envisaged under it might be used. That 
the possibility of influencing the distribution of credit both 
positively and negatively was not ruled out will be borne 
out by the following explanation offered in course of the 
Parliamentary discussion : ‘it may be desirable, in certain 
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circumstanceSj to urge the banks to devote their resources 
to one or other form of investment, which it was felt by 
the Government and by the Bank of England was neces- 
sary in the interests of a planned priority, with a view to 
securing full employment in the country and building up 
our expoit trade and other necessary elements in our 
economy.’ 

II. — Tub Joint-stock Banks 

The joint-stock banks sometimes also referred to as 
deposit or commercial banks, are, next to the Bank of 
England, the most important constituent of the London 
money market. These are the banks with which the public 
in general deals. They receive deposits from the public and 
are the chief lenders to trade and industry, the financial 
market and other borrowers. The establishment of joint- 
stock banks in London dates from 1S33. As the advantages 
of joint-stock banking and the greater stability it offered to 
customers as compared with private banking were realized, 
there set in an amalgamation movement which has continued 
till recent times. In iSgo, there were in England 104 joint- 
stock banks operating with 2,203 branches, while at the end 
of 1913 the number of banks was 43 with 3,797 branches. 
After 1917, there was a tendency for amalgamation to take 
place between the big joint-stock banks. Public opinion 
was disturbed at the prospect of further concentration cul- 
minating in a ‘money trust’. A Committee ivas set up 
by the Treasury in 1918 to inquire into the dangers of the 
amalgamation movement. The committee recommended the 
adoption of legislation with regard to the submission of any 
proposal for further amalgamation for the approval of the 
Treasury and the Board of Trade. A Bill was drawn up for 
the purpose but it was withdrawn before it became law in 
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View of an understanding arrived at between the banks and 
the government to the effect that no further arrangements 
for amalgamation would be entered into without the consent 
of the Treasury. The number of banks has, however, 
declined since the end of the first Great War. Since 192S, 
the number has remained stationari’- at sixteen. 

Of the ]oint-stock banks, the five biggest banks popularly 
known as the ‘Big Five’, control by far the largest bank- 
ing resources of Great Britain. They are responsible for 
about So per cent of the bank deposits in Fiigland and 
Wales. 

The five biggest banks are the Midland, Barclays, Tloyds, 
Westminster and the National Provincial. These along 
with six others are the London clearing banks, for they 
are the only members of the London Clearing House. The 
policy of an English commercial bank, it has been said, is 
a compromise between three conflicting aims, namely, pro- 
fitability, security and liquidity. 

The deposits the commercial banks receive are of two 
kinds, balances 011 current account and balances on deposit 
account ; the latter cannot usually be withdrawn on less 
than seven days’ notice. The assets are distributed after 
providing for cash over a variety of forms so as to secure 
two main objects, firstly liquidity and secondly profit. The 
distribution of assets of commercial banks has undergone 
material changes since the last War, as the following figures 
of the proportion of London clearing banks’ assets to their 
deposit liabilities in 1938 and 1945 respectively will 
reveal 
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1938 

1945 

Cash on hand and 
balances at Bank of England 

10 per cent 

9 per cent 

Balances with other banks 
and items in process of 
collection 

3 ,, 

3 „ 

Money at call and short 
notice 

6 ,, 

5 ,, 

Bills discounted 

10 ,, 

8 ,, 

Treasury Deposit Receipts 

nil 

33 ,, 

Investments 

27 ,, 

25 ,, 

Loans and Advances 

44 ,, 

17 


In 1938, 44 iier cent of the resources of commercial banka 
■were employed in advances to industry and private bor- 
rowers ; in 194s, this dwindled to 17 per cent only. In the 
second place, the two main earning assets, loans and 
advances and investments, represented 71 per cent of the 
total before the War ; they now provide only 45 per cent. 
In the third place, the average return on investments has de- 
clined while management expenses have been rising. The 
fact, in the fourth place, that bank profits have neverthe- 
less continued to grow is clue to the circumstance that while 
bank deposits have more than doubled, capital has remained 
stationary. 

III. — Other Banks 

Banks other than the British joint-stock banks may be 
grouped into four main classes : 

(a) Private Banks . — These banks very much dwindl- 
ed in importance since the development of 
joint-stock banking. Most of the private banks 
that existed were either liquidated or absorbed 
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by joint-stock banks. These banks not only 
undertake oidinary commercial banking busi- 
ness, but also frequently underwrite domestic 
and foreign capital issues. 

{b) Colonial and Dominion Banks . — This group con- 
sists of those Imperial Banks whose head olhces 
are 111 London and whose activities are cen- 
tred 111 some part of the Empire, and of those 
dominion and colonial banks which have 
opened offices in London. These banks finance 
foreign trade, and act as financial and fiscal 
agents for loans raised by their respective 
countries in the London money maiket. These 
banks are an important constituent of the 
London market, for they not only origi- 
nate bills of exchange but also figure as 
buyers of bills and thus contribute to the 
international character of the maiket. 
i(c) Anglo-Foieign Banks . — These banks are formed 
in London under British law to facilitate 
international business, generally with a given 
country. They ina5'- again be subdivided into 
two further groups : the Anglo-South 
American banks and others. The Anglo-South 
American banks carry out operations similar 
to those undertaken by banks of the British 
Empire. The second sub-group consists of 
banks of very difierent types established since 
the first Great War, important among which 
are the British Overseas Bank Ltd., the Anglo- 
International Bank L^ > Anglo-French 
Banking Corporation, the Imperial Bank of 
Iran and the London and Eastern Trade Bank. 
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(d) Foieign Banks . — This group includes all baiikS' 
with head offices outside the Einipre and hav- 
ing their offices in Tondon and those banks 
which have been constituted under English 
laws but are controlled by foreign shareholders. 
No restrictions arc imposed in England on 
■foieigii banks either in lespect of establishing 
branches or their activities, nor are they sub- 
ject to any special taxation. Tike banks in the 
second group, branches of foreign banks, 
supply bills of exchange to the market, tran- 
sact foreign exchange business, and place 
their surplus funds in the short-term market. 
They bring a substantial business to London 
because a large portion of the foreign trade of 
their respective countries is financed through 
them. 

IV. — ^Acceptance Houses 

The acceptance houses are essentially merchant bankers. 
In their origin, they were 'merchant traders of international 
repute, and their acceptance business developed subse- 
quently out of their business as pure merchants. Sir Robert 
Kindersley tendering evidence before the Macmillan Com- 
mittee said, ‘Practically every acceptance house of old' 
standing in this country commenced purely as merchants' 
trading with foreign countries and a great many of them', 
most of them, I think, are of foreign origin. Today a 
great majority of them are of English nationality and have 
merged their personalities in the country.’ In view of their 
business association with various countries, these wealthy 
merchant traders were in a position to obtain reliable credit 
information about other traders in those countries, and were 
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;thus ■willing for a commission to lend their names to, or 
accept, the bills of the smaller inerchanls. Finding this 
business profitable, these merchant traders giadually ga-ve 
up their activities as merchants and developed moie and 
more as acceptors of bills. » 

The principal function of accepitance houses is, of course, 
accepting bills of exchange, thereby guaranteeing that the 
bills will be paid on maturity Although they do not confine 
their activities to any paiticular country or commodity, yet 
each hou.se .specializes in respect of the trade in a certain 
commodity and with some particular country. 

The international reputation of the London accepting 
houses combined with the exceptional discount facilities 
available in London and the maintenance of the free gold 
market, led to the use of the sterling bill for international 
transactions all over the world, and not merely for transac- 
tions 111 which England is concerned either as importer or 
exporter, for bills always tend to be discounted 
in which they are accepted. In view of the profi- 
tability of acceptance business, joint-stock banks have been 
actively competing for this -work, which formerly was 
confined almost entirely to the accepting houses. 

Acceptance business suffered consider ablj" during the few 
years prior to the outbreak of the last war. The growth 
■of economic nationalism resulting in a' dwindling of inter- 
national trade, imposition of foreign exchange restrictions 
in many countries and a standstill in international capital 
movement, adversely affected the business of accepting 
houses, Some of the accepting houses have, therefore, 
tried to develop new lines of business, such as banking 
proper or under-writing of new issues, but not always with 
success. It has also been suggested that, if the inter- 
national trade bill should seriously fall off, the accepting 
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houses should devote greater attention to developing the 
domestic trade bill The accepting houses depend for their 
prosperity upon the financing of international trade through 
the Tondon market. If a policy of economic nationalism 
should become supreme, the accepting houses will either 
gradually disappear or will have to develop new lines of 
activity. 

V. — DiscoaNT Houses and Bild-Brokers 

The organization of the discount market is the most 
characteristic feature of the Tondon money market. London 
as a money market is unique in having a group of indivi- 
duals and firms, whose sole business is to discount bills of 
exchange. No other money market possesses such highly 
developed- facilities for both borrowing and lending on the 
security of bills. In describing the unique character of the 
London discount market TruptiT says, ‘The London dis- 
count market is the most remarkable feature of the City, and 
is an institution which has no equivalent in any other finan- 
cial centre It forms a sort of reservoir whose waterline 
registers the ebb and flow of monetary currents. The circle 
of houses which specialize in the practice of discounting 
constitutes a market wherein the offers of and demands for 
bills are adjusted against the offers and demands for money 
on day-to-day or short notice. They are the intermediaries 
through which the two markets, the money market and the 
discotm-^ marketi can communicate and complement each 
other’. 

The bill brokers are essentially intermediaries and act as 
a buffer between joint-stock baplcs and the Bank of England. 
They borrow money from the short-term market and 
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employ the funds m discounting bills at a higher rate ; the 
difference between the two rates constitutes their profit. 
The bills are domestic trade bills, international trade bills 
and Treasury Bills. They mature in between one and six 
months, the majority maturing in three months. 

The discount market consists of (a) discount houses ; 
(h) private firms, and (c) running brokers. 

Of discount houses, there are three big public and four 
private companies. The three large public discount houses 
are Alexander’s Discount Co., Ltd., the National Discount 
Co., Ltd., and the Union Discount Co., of London, Ltd. 
The resources of these companies consist partly of their own 
capital but mostly of the deposits they receive from the 
public. They allow on their deposits a rate of interest 
slightly higher than that paid by joint-stock banks. In case 
of need, they may also borrow from .the market for a day 
or for a week. The discount houses do not invest all their 
funds in bills. They retain a small reserve of cash in hand 
and in the bank, and a larger amount of short-dated gilt- 
edged securities. The greater part of the bills bought by 
these companies are for the purpose of holding, but some 
are retailed to banks. 

The second group of firms consists of seventeen private 
firms of bill-brokers which buy and sell bills on their own 
account. They discount bills mainly with the object of sell- 
ing them again to banks at a rate of discount slightly lower 
than that at which they themselves have discounted the 
bills. Tifey transact their \ business mostly with borrowed 
capital, and thus appear in the market as borrowers of short- 
term money and dealers in bills. These bill-brokers and the 
discount houses are in fact the chief users of money at call 
and short notice which is an important item in all bank 
balance-sheets. 
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There are, in the thiid place, a few miming brokers in 
the disconul market. They operate only as intermediaries 
between the buyers and the sellers of bills, and never act 
on their own acconiit. They work on commission basis and 
need very little cajiital of their owp. They have an intimate 
knowledge of the. makers as well as of the buyeis of bills, 
and are thus useful members of the money market. 

The Bank of Engdand and the Money Market 

We have already explained 111 chapter IX how the Bank 
of England controls ciedit. This control, it may be em- 
phasized, works out through the machinery of the discount 
market. Whenever joint-stock banks want to replenish their 
cash, they usually call in some part of these loans to the 
discount market If only one or two banks were to call in 
their loans, bill-brokeis might obtain funds from other 
banks. But this is not possible when all the banks begin to 
withdraw their funds from the market. The bill-brokers are 
then compelled to obtain money from the Bank of England, 
either by obtaining an advance at usually a half per cent 
over the Bank rate, or by rediscounting some of. their bills. 
'At such a time the market is said to be ‘in the Bank*. 

It may be mentioned here that since about 1931, the 
' staple of the short-time money market has undergone a 
considerable change. The trade hill has fallen off, and the 
bills held by the discount market are mainly Treasury Bills. 
As the yield on these bills is very low, bill-brokers have 
been obliged to increase their holding of long-dated 
securities. 

The Exchange Eqh.aeization Account 

The Exchange Equalization Account or Fund was set up 
to offset speculative movements in the sterling exchange. 
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After the abandonment of the gold standard in 193I) ster- 
ling was exposed to both ordinary and speculative fluctua- 
^ tioii. As this was detrimental to the national interest, the 
Exchange Equalization A.ccouut was brought into being on 
June 24, 1932 In announcing the plan for establishing such 
an Account, the Chancellor of the Exchequer said in the 
House of Coiiiinons, ‘It is essential for us to hold adequate 
leserves of gold and foreign exchanges, in order that we 
may meet any sudden movement of short-dated capital and 
check and repel the speculative movements.’ In asking 
Parliament to authorize the establishment of the Account, 
he again said, ‘The details of assets in the Account will not 
be published, but they may take various forms, either gold 
or sterling securities or foreign exchange. The new powers 
combined with the powers already possessed by the Bank — ■ 
on w'hicli of course the main lesponsibihty for the manage- 
ment must continue to rest — ^will enable us to deal far more 
effectively than we have done hitherto either with an un- 
wanted infloiv of capital or, if the alternative should again 
arise, with an outflow of capital from this country.’ The 
Account IS thus intended to smooth out temporary fluctua- 
tions, while not interfering with the real causes that afiect 
long-term trend. 

Although supposed to be a department of the Treasury, 
the Account is managed by the Bank of England. It began 
in June 1932 with assets of £150 million Treasury Bills, 
and added yet anothei,- X200 millions in June 1937. At the 
very beginning, the Account took over the Bank of 
England’s foreign exchange holdings against payment made 
in Treasury Bills This operation relieved the Bank of its 
holding of fluctuating assets and provided the Account 
with considerable foreign exchange reserve. The Account 
also indemnifies the Bank from time to time for losses sus- 
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taiiied m repaying foreign credits, lor example, losses 
incurred by the Bank in connexion with repayment of 
credits obtained from the Bank of France and the Federal 
Reserve Banks in 1931. 

The Account works in the following manner. If it should 
want to offset capital inflow, that is, a demand for more 
sterling, it provides the extra sterling required by selling 
some of its Treasury Bills. It gives up sterling and acquires 
foreign money which is being offered against sterling. It 
then uses tliis foreign money to purchase gold. When 
capital tends to flow out, the Account can offset this outflow 
by releasing some of its gold, and getting back sterling in 
exchange. 

The establishment of the Account has had another ad- 
vantage. The Account, for example, can sell gold with a 
view to prevent a depreciation of the pound ivithout dis- 
closing the fact, for the details of its woiking arc not pub- 
lished. But sales of gold by the Bank would be reflected in 
its weekly statement. Bondon has thus two reserves of 
gold and foreign exchange ; that of the Bank of England 
which influences domestic credit conditions, and that of 
the Exchange Equalization Account which fluctuate® 
according to inflow and outflow of •foreign funds without 
affecting domestic credit conditions. 

London as an International Financial Centre 

In spite of the threat of Pans and New York during a 
period of over a deca4e after the termination of the first 
Great War, London has continued to occupy a pre-eminent 
position among international money markets. There have 
been periods when this supremacy has been challenged by 
Paris and New Work, but in the end London has emerged 
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successful. Various factors are responsible for the leader- 
ship of London in the international money markets. In the 
first place, London’s supreme position is a direct result of 
the financial and economic development of Britain. It is the 
greatest e)nirep6t centre in the world. It developed its in- 
dustries and transport and banking, services long before 
other nations appeared on the field. Its shipping and 
insurance services have world-wide ramifications and are 
taken advantage .of by many foreign countries. Great 
Britain possesses some of the most important commodity 
markets in the world, such as Manchester for cotton, Liver- 
pool for grain and London for metal. As the metropolis of 
the Empire, it occupies a very important place as the market 
for most of the exotic products of the world, such as rubber, 
ivory, tea, jute, soya, spices and shellac as well as for wool 
and sheep-skins. It hks further the most well-developed 
short-term money market in the world and a world-wide 
insurance organization. Its acceptance and discount 
markets are responsible for international trade bills being 
generally drawn in sterling and financed through British 
financial institutions. Lastly, no other financial centre in 
the world has the experience and training of London to 
handle international financial transactions. All these- 
factors have contributed not only to the .attainment by 
London of the leadership in international finance but also- 
to the maintenance of this position by it, in spite of the 
vicissitudes she suffered during about a decade followmg 
the first Great War. It remains to be seen whether in the- 
altered circumstances uhich the last -v'ar brought about, 
London will be able to maintain its supremacy over ISTevs; 
York. 



chapter XIV 

THE monetary system OF THE U.S.A. 

The monetary systems of the U.S.A. and Britain reveal, 
like their respective political constitutions, one charac- 
teristic difference. In Britain, the inonetaiy system is the 
product of a slow evolutionary growth. In the U.S.A. it is 
es.sentially a creature of statutes. It may be added that in 
the monetary and banking systems that have been set up in 
various parts of the world during the last two decades or 
so, the American system has served as a model aaid has 
played an important role in most cases. 

I 

I. — ^Thb FederjH, Reserve System 

It IS a peculiarity of the American monetary system 
to be found nowhere else in the world that it po.ssesses 
twelve central banks instead of one. , These banks are 
known as the Federal Reserve Banks, and are the most im- 
portant single factor in the American monetary system. 

We may very briefly recapitulate the banking develop- 
ment in the U.S.A. before the passing of the Federal 
Reserve Act of 1913. The first type of banks established 
■was what are laiown as land banks. They owed their for- 
mation to the fact that the early settlers had no asset other 
than land to offer. 'The next development in American 
banking is the formation of state banks, that is, banks 
formed under the various state laws. There were two 
classes of state banks, one in which the state in which the 
hank was formed participated, and, the other consisted of 
hanks whose capital was wholly subscribed by the public. 
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All these banks could issue notes, and as there was no legal 
obligation to maintain specie in reset, ve against notes, many 
of them came to grief. With a view to bring some unifor- 
mity into the banking and currency system' of the country, 
the National Bank Act of 1863-64 was passed The Act 
brought the national currency under Federal control. 
National banks v;hich were formed under charters received’ 
from the Federal government under the' National Bank Act 
could issue notes against government bonds deposited by' 
such banks with the Treasury. Although not full legal 
tender, these notes were practically accepted as such. 
Further, the holder of such notes had the advantage that, 
should the national bank issuing the notes suspend payment, 
the Treasury ivould indemnify him against any loss. The 
Act also made for centralization of banking. Yet the crisis 
of 1907 showed that, 111 tlie absence of a central banking, 
organization, the banking system as it existed suffered from 
many defects. In particular, the absence of an institution 
■vYlnch could render effective assistance to banks in emer- 
gencies was keenly -felt. A National Monetary Commission 
w’as set up in 1908 to enquire into the whole question. The 
Federal Reserve Act of 1913 was based mainly upon the 
recommendations of this Commission. 

The Federal Reserve Act of 1913 set up twelve Federal 
Reserve Banks, one for each Federal Reserve district. On 
the face of it, this system appears to be a decentralized one, 
and doubt may be expressed of the possibility of maintain- 
ing a uniform central banking policy under such conditions. 
Although, howmver, there are twelve Federal Reserve Banks, 
uniformity of policy has been assured by the establishment 
of a central co-ordinating body with the object of welding 
the separate Reserve Banks into a system. This body is 
the Board of Governors of the Federal Reserve System. 
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The; Board of Govbrnors of the Federal 
Reserve System 

As reconstructed by the Banking Act of 1935, the Board 
.consists of seven members appointed by the President for 
fourteen-year terms with the advice and consent of the 
Senate. They receive salaries of 4 15,000 a year, and are 
not eligible for re-appointment after they have served a full 
term. Under the oiiginal legislation, the Secretary of the 
Treasury and the Comptroller of Currency were cx-ofjicio 
members. Under the new Act, they have been made to 
retire, presumably with tlie idea .of freeing the Board from 
.official influence. Although the Governors are even now 
appointed by the President, their long tenure of office 
.coupled with the fact that they aie not eligible for re- 
, appointment should assure the independence of the Board. 

The Federal Reserve Board prescribes regulations govern- 
ing the methods and the jirocedure of working of 
Federal Reserve Banks where* uniformity appears to be 
necessary. Thus discount rales, although fixed by inclividuixl 
Reserve Banks, are subject to review and detennination by 
the Board. This assures a liaimonious credit policy on the 
part of the various Reserve Banks. Oiieii market operations, 
which constitute the most powerful instrument of F'ederal 
Reserve ciedit policy, are directed by an Open Market 
Committee composed of seven members of the Board and 
five representatives of the Reserve Banks elected by the 
■directors by geographical areas. This Coiiiinittee was 
created by the Banking Act of 1933. The Board has further 
power to change the reserve requirements of member banks 
‘ under certain conditions and’within certain limits as wmll as 
power to prescribe margin requirements on certain types of 
security loans by brokers and banks. Under the Act of 
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dent to act as tlie chief executive officer of the bank for a 
term of five years. A first Vice-president is appointed in. 
the same way and for the same period. Other officers are 
appointed by the directors, with the approval of the Board 
in respect of salaries to be paid. 

Unlike foreign central banks, Federal Reserve Banks 
may engage only in those transactions and with such 
parties as are stipulated in the Federal Reserve Act. 
They have not unfettered freedom or discretion in 
their operations, but are subject to the supervision and 
guidance of the Federal Reserve Boaid The Reserve 
Banks hold the statutory leseives equivalent to a fixed- 
percentage of the net demand and time deposits which 
member banks have to iiiaintain with them. It may be 
mentioned that, unlike the Bank of England, the Federal 
Reserve Banks do not iiiaiiitani two sepai ate Departments, 
and their statement of affairs docs not slioiv separately tlie 
activities of the Issue and the Banking Departnienls. 

Note Is.sue 

There were four kinds of paper money in use in the 
U. S. A. before the e.stablishnieiit of the Federal Reserve 
System. They were : 

r. Gold certificates, secured dollar for dollar by gold 
held in the U.S.A. Treasury, wliich could be 
increased or decreased only as the amount of 
gold in the Treasury increased or decreased. 

3. Silver certificates, secured dollar for dollar by 
silver coin in the Treasury, the amount issued 
being limited by law. 

3. United States notes (greenbacks of the Civil War) 
originally secured by nothing but the promise 
of the government, but subsequently covered 
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to the extent of about 45 per cent by gold, 
limited m amount by statute to ^346, 700 000. 

4. National bank notes, issued by national banks, 
secured by certain United States Government 
bonds carrying the circulation privilege, and 
limited to the amount of these bonds ; each 
national bank issuing notes being also required 
to maintain a 5 per cent redemption fund with 
the Treasury in Washington. 

These four kinds of paper currency were interchangeable 
dollar for dollar, one with another, although the security 
behind them was not the same in each case. Further, the 
amount in circulation of these forms of currency Vv’as fixed 
in a manner that could not provide an elastic currency. 
This defect was rectified by the issue of another form of 
currency, the Federal Reserve notes, under the Federal 
^Reserve Act. The Federal Reserve notes were designed to 
provide elasticity, their issue being related to business or 
other activity for the assets against \vhich they might be 
issued were those of the Federal Resen^e Banks. The paper 
used as security under the original terms of the Federal 
Reserve Act represented agricultural products or other 
goods in process of production, or in movement from pro- 
ducer to retailer. The paper was required to bear the 
endorsement of a member bank, and its maximum maturity 
at the time of rediscount was ninety days, except in the 
case of agi'icultural paper which might run for nine months. 
An amendment to the Act during the first War provided 
that collateral notes of member banks secured by govern- 
ment obligations or eligible paper might be accepted as 
security against Federal Reserve notes. In 1932, by the 
Glass-Steagall Bill, the collateral was extended to include 
10 
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for a temporary period government securities purchased by 
the Reserve Banks. 

The Federal Reserve Banks must also maintain a reserve 
in gold certificates of 40 per cent against Federal Reserve 
notes, and it may be added that they have also to main- 
tain a reseive of 35 per cent in gold certificates or lawful 
money against their deposits. 

Between 1Q33 and 1935, the United States currency has 
undergone important changes. In the first place, gold certi- 
ficates have piactically been letired from circulation. 
Secondly, the volume of silver certificates has been increased' 
under the Agricultural Adjustment Act as amended by the 
Gold Reserve Act of 1934 and the Silver Purchase Act of 
1934. Thirdly, National Bank notes have been retired with 
the redemption of the U. S. A. securities carrying circula- 
tion privilege. The U. S A. currency has thus been consi- 
derably simplified, and by far the most important category 
of notes ill circulation now is the Federal Reserve. 

If. — ^C ommercial Banks 

In the U.S.A., commercial banks may be chartered by 
both national and state governments. National banks are 
those organized under the National Bank Act of 1863 while 
state banks are subject to different state laws. The Federal 
Reserve Act sought to develop a more homogeneous bank- 
ing structure by compelling national banks, and permitting 
state banks under certain conditions, to become meraber 
banks. For state banks, however, membership is only 
.optional, and this fact constitutes an obstacle as much tO‘ 
developing one homogeneous banking system as to effective 
central banking control. The provision of the Banking Act 
of' i 933 > whereby after July i, 1937, only member banks- 
might have their deposits inspred by the Federal Deposit 
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Insurance Corporation was regarded as a move to induce 
non-member banks to join the Reserve system. The same 
Act imposed drastic restrictions on commercial banks under- 
taking investment banking operations Formerly these 
banks conducted, along with commercial banking, security 
underwriting and distribution business. In accordance 
with the 1933 Act, all member banks have now either liqui- 
dated or divorced their security affiliation. commercial 
banks and trust companies which conduct commercial 
banking business only, those in New York are by far the 
most important. The, degree of banking concentration in 
New York is, however, much less than in Tondon or Paris. 

III. — Investment Banks 

Prior to 1933, these banks used to carry on considerable 
commercial banking business also. They accepted deposits 
and invested a portion of their funds in short term credit 
instruments and collateral loans. Since .the enactment of 
the Banking Act of 1933, these investment banks could no 
longer conduct securities business and private banking 
business at the same time Some of the institutions, there- 
fore, such as J. P. Morgan and Company and Drexel and 
Company gave up their securities business for private com- 
mercial banking, while Kuhn Toeb and Company, Speyer 
and Company and others relinquished their deposit business 
in favour of investment banking. 

IV. — ^Accepting Institutions 
There are no comparable .specialized accepting houses iii 
the U.S.A. as in Britain. The most important accepting 
institutions in America are the member banks. Besides 
them, there are a number of private banking fiiras, foreign 
banking corporations and American agencies of foreign 
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banks, wliich also engage in the business of creating accept- 
ances. The acceptance business is largely in the hands of 
a few leading financial institutions located in New York. 

V. — Bile Dealers 

These dealers consist of a group of private' bankers and 
other firms which act as middlemen in the money market. 
They usuall;^deal in securities and acceptances, while some 
of them act as brokers for commercial paper and as interme- 
diaries in tlie collateral loan and federal funds markets. 
Most of these firms are located in New York. The dealers 
purchase bills outright and derive their profit by selling 
them at a higher price. The acceptance and discount 
market in New York is, however, of much less significance 
than ill London. The most important market in New York 
is the stockbrokers’ loan market. 

Federal Reserve Banks and Control of Credit 

As in all other central banking systems, the ability of the 
Federal Reserve Banks to control credit depends upon their 
position as the ultimate source of cash, which is the base 
for building the credit superstructure. Cash in America 
consists of member banks’ deposits with the Federal 
Reserve Banks and currency, of which the most important 
is the Federal Reserve note. Before we describe the me- 
thods by which credit is controlled in America, a reference 
may be made to certain noteworthy differences between the 
British, and the American practices. In Britain, the contact 
between the commercial banks and the central bank is in- 
direct and works through the discount market. In America; 
the member banks borrow directly, from the Reserve Banks, 
and there is always some amount of member bank indebted- 
ness to the Reserve Banks. One consequence of this differ- 
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ence is that the rate of interest in the discount market is 
lower than the Bank rate in London, while in New York the 
Bank rate is lower. Another significant difference is that 
commercial banks in England maintain with the central 
bank a balance equivalent to a certain proportion of their 
total deposits. The ratio that they maintain is only a custo- 
mary one. In America, on the other hand, member banks 
have to maintain compulsorily a certain fixed proportion of 
their demand and time liabilities with the Reserve Banks. 

Methods op Credit Control 
There are seven important methods of control in the field 
of Federal Reserve policy ; 

(al T<)adiiwn against Bonowing . — It may appear 
strange to speak of tradition in America as 
exercising a powerful influence in the matter of 
credit control But it is in fact an inheritance 
from the past. In the past, banks which used 
to borrow heavily and continuously from cor- 
respondents were looked upon with suspicion. 
This feeling has persisted even today, and 
member banks which borrow large amounts 
and continuously from the Reserve Banks are 
looked upon with disfavour. Accordingly, 
member banks which happen to be indebted to 
the Reserve Bank try their utmost to reduce 
their debt to it, and for a reason which has 
directly nothing to do with the cost of borrow- 
ing from the Reserve Bank. The result is that 
when a number of member banks are in debt, 
money generally becomes tighter and rates in- 
crease. On the other hand, when most member 
banks are out of debt, they are in a position to 
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invest their funds and money rates become 
cheaper. As Reserve Banks have seldom 
charged rales higher than those asked tor by 
member banks from their customers, it would' 
appear that tradition is probably more import- 
ant than the discount rate in preventing con- 
tinuous borrowing. 

(b) Discount Rate . — A change in discount rate is 

important principally as a public recognition 
by a group of competent ]ieople of a change in 
the credit situation. But the discount rate has 
not played any significant role in America as 
a means to controlling ciedit. This was due to 
the fact that in America from 1921 till up to 
the banking crisis of 1933, Reserve Banks were 
always faced with the problem of dealing with 
incoming gold rather than with the necessity of 
attracting gold from abroad. The reserve 
ratio,' that is, the ratio of reserves to total 
liabilities, has been so high during most of the 
life of the Federal Reserve System that it coulii 
be and has been ignored. Another difference 
from the British precedent has already been 
mentioned, namely, the practice that the dis- 
count rate should be above the market rate. 
This is due to the existence of a different 
money market structure in America as evi- 
denced by the fact that, unlike in Fnglaud, 
member banks in America borrow directly 
from the Reserve Banks. 

(c) Open Market Operations . — Open market opera- 

tions have been more important than alteration 
of discount rate as a means to controlling ere- 
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dit in the U.S A When the Reserve System 
desires a contraction of bank credit, its first 
operation has generally been not to raise the 
discount rate, but to sell securities in the open 
market , when it desires an expansion of credit, 
it purchases securities in the open market. The 
effectiveness of purchases and sales of securi- 
ties ill the open market as an instrument of 
policy lies generally in their influence upon 
member bank indebtedness to the Reserve 
Banks. Such purchases and sales do not 
ordinarily increase or diminish the amount of 
Reserve Bank credit in use. P'urchases of 
securities, iiowever, enable member banks to 
pay off their loans to Reserve Banks and thus 
make money easier. Sales of securities, on 
the other hand, increase the borrowings of 
member banks and thus make money firmer. 
Open market operations are undertaken on the 
advice of the Federal Open Market Committee. 
[d) Direct Dealing with Individual Banks . — ^This 
method can only have a limited applicability 
for Reserve Banks would find it extremely 
difficult to ration credit among member banks 
The relationship between the Reserve Bank 
and a member bank is largely impersonal. Fur- 
ther, if a member bank has eligible papers to 
offer, loans are granted as a matter of course. 
It may, however, be possible for the Reserve 
Banks to deal effectively with a limited number 
of banks, which may clearly be abusing the 
borrowing privilege by using Federal Reserve 
credit for too long periods in very large 
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amounts, or which may obviously be expand! 
ing credit for speculative purposes It may be 
mentioned that the Reserve Banks are statu- 
torily enjoined to refuse credit to any bank 
which may be making undue use of bank 
credit for speculative purposes. But, as already 
stated, direct action can be taken against only 
a few banks which are clearly abusing then- 
borrowing privileges To apply it more gene- 
rally may place the Reserve Banks in a 
position in which they may have to assume 
responsibility for the management of member 
banks. 

(e) Pubhcity . — The views of the officials of the Fede- 
ral Reserve System are made public through 
official publication of the System or 
other forms of public statement, and these 
exert an influence upon financial conditions' 
comparable in influence ivith specific instru- 
ments of policy. The statement issued by the 
Federal Reserve Board in February 1929 warn- 
ing against excessive use of credit for security 
speculation w'as a case in point. The Reserve 
System issues various publications concerning 
not only the System itself but also credit and' 
business conditions. Thus, the weekly pub- 
lished statement of the affairs of the Federal' 
Reserve System is one of the most revealing 
statements of any bank of issue in the world. 
Among other publications are a weekly report 
of the condition of member banks in principal 
cities and a monthly bulletin containing a com- 
prehensive review of credit and business condi- 
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tions, both published by the Board of 
Governors. The effectiveness of publicity as 
an mstrunient of control depends, however, 
upon the rarity of its use, 

(/) Changing Member Bank Reseive Re quiie merits . — - 
The Banking Act of 1935 confers upon the 
Federal Reserve Board a power to alter the 
reserve requirements of member banks. The 
amount of increase was limited to 100 per cent 
of existing requirements with a view presum- 
ably to allay apprehension of too severe action. 
This instrument will be found useful at times, 
when, for example, member bank reserves are 
too high to be .absorbed by the sale of the 
entire government security holdings of the 
Reserve Banks. But as excess reserves of 
member banks are not likely to be evenly dis- 
tributed between them, resort to this instru- 
ment may hit some banks harder than others. 

(g) Adjusting Margin Requirements 011 Security 
Loans: — ^The effects of the boom of 1928-29 
and the subsequent depression focussed atten- 
tion on the necessity of instituting measures^ 
for curbing security speculation. The Banking 
Act of 1933 contained two provisions for tack- 
ling this evil. First, it compelled commercial 
banks to give up investment banking business 
by relinquishing their security affiliates. 
Secondly, it placed certain restrictions on the 
availability of credit for carrying securities 
This power, it ivill be noticed, is a somewhat 
paternal power, but is a real attempt to deal 
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with abiiscb in the use of credit for security 

speculation. 

New York as an International Financial Centre 
. Before the first Great War, New York played an insigni- 
ficant lole as an international financial centre. The U. S. A. 
Avas pniuanly a debtor country and New York lacked the 
■other pre-requisites of an international money market. The 
first War transformed this position and New York’s 
•eminence in international finance dates from that time. The 
iinpoitant factors in this development may be mentioned 
In the first place, large sums Avere loaned during the War of 
1914-1S to foreign governments, which familiarized the 
American public with the problem of foreign investment 
In the second place, the financing of foreign trade stimulated 
the development of acceptance business, and made bankers 
familiar with the intricacies of the financing of international 
trade. Tastly, the War also made the investors and 
financial institutions in America more internationally 
miinded. The period after the War up to about 1925 again 
favoured the growth of Neiv York as an important centre of 
international finance. The dollar was then the most stable 
currency freely convertible into gold. America also became 
the largest capital exporting- country. The supremacy 
which New York attained during the period of financial 
instability in Europe ' ivas, however, considerably lost, 
particularly as compared with London, when more or lebs 
■stable conditions were restored in European countries. 
This fact demonstrates that Nerv York had not been able to 
develop those features which could enable it to wrest the 
supremacy permaneiilly from London but that its predo- 
minant position after the first War ivas in a large measure 
■due to the break-down of the European financial centres. 
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New York’s supremacy was achieved in too short a period 
for it to acquire the training and experience necessary for a 
leading financial centre. The polrcy of freezing to a large 
■extent , gold inflows and the abandonment of the gold 
standard in 1933 for reasons which could not be considered 
compelling detracted from the prestige of New York as an 
interrrational financial centre. Further, New York was 
unable to develop an acceptance market, which offers the 
best scope for investment of short-term funds, comparable 
to that in hondon. The most important constituent of the 
New York money market rs the brokers’ loan market, the 
activrties of whidh as the stock-exchange boom of 1929 
■demonstrated, may lead to disastrous consequences. For 
all these reasons, and particularly since the abandonrrrent 
by the U. S. A of 'the gold standard in 1933, New York 
could not achieve ascendancy over Tondon as a financial 
centre of international inrportance. It w’ill be rnteresting 
to observe whether after the last War, whiclr has wit- 
nessed the liquidation of Britrsh foreign investments and 
the transfornration of Brrtam into a debtor country as 
well as American ascendancy in financial and economic 
matters. New York will wrest permanently from Tondon 
the supremacy the latter has so long enjoyed in the rnter- 
iiational financial sphere. ’ 



CHAPTER XV 

THE MONETARY SYSTEM OP FRANCB 

The monetary system of France presents certain peculiar 
features. Although the outward facade is more or less the 
same as that of Great Britain or the U. S. A. — a central 
bank, commercial banks, accepting institutions of some 
kind, a short-term money market being common features, — 
yet there are interesting differences between the character 
of the banking system and short-term money market of 
France and that of Btitain or the U. S. A. For one thing,, 
the Bank of France is in certain respects more like a big^ 
commercial bank than a central bank. For another, the 
short-term money market at Paris has never reached a 
high stage of development, and has played a role subordi- 
nate to that of the investment market. For yet another, the 
Government through the Treasury exert a direct influence 
on the money market and the relationship between the 
Treasury and the Bank of France is unsatisfactory. The 
important financial institutions in France are the Bank of 
France, the Caisse des D^pdts et Consignations, the 
Treasury and the commercial banks. 

I. — ^The Bank of France 

The Bank of France is the most prominent institution of 
the French money market. Its influence on credit condi- 
tions is great, although it makes no claim to manage money 
or control credit, nor does it seek to dominate the money 
market. The Bank has, however, certain privileges and 
responsibilities which clearly make it a 'central bank’, as 
the term is normally understood. It receives its charter 
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from the Government and has the monopoly of note-issue. 
Ill return, it makes a permanent loan to the Treasury with- 
■out interest, pays a share of its earnings to the Treasury, 
and has to maintain a reserve m gold against notes and 
■deposits. The Bank enters into relation with and carries 
■out transactions 111 Pans for other central banks. In con- 
trast to all othei central banks, the primary task of the 
Bank of France is to provide credit at a low rate to all who 
need it, whether banks or the general public, and other 
objects which are often considered to be the task of a central 
hank have been kept subsidiary to this main purpose. At 
the end of 1926, the Bank had about 661 branche.s and 
agencies. 

Organization and Administration 

The Bank of France was founded in 1800 by Napoleon. 
The law of 1803 formed the first official charter of the 
Bank ; and, although many new laws have been passed - 
since then, the original law of 1803 has never been repealed. 
By this law the Bank of France which had previously been 
just another large bank with a certain amount of Govern- 
ment patronage came to be re-organized as a central bank. 
It could no longer be dissolved by the stock-holders, as 
its existence was now detei mined by the Government. 

Bike most other central banks, the ownership of the Bank 
■of France is entirely private, and is widely distributed 
among small investors. The control exercised by the stock- 
kolders is, however, less democratically distributed than the 
■ownership. For only the two hundred largest stock -holders 
■of French nationality are eligible to take part in the General 
Assembly of the Bank, which elects the fifteen Regents 
and three Censors forming the General Council. The stock- 
holders also assemble once each year in the Gold Room of 
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the Rank to listen to the annual Report of the G'overnor, 
but their approval of the Report is not even invited. 

The management of the bank is vested in a General 
Council, consisting of a Governor, two Vice-Governors, 
fifteen Regents and three Censors. The Governor and the 
two Vice-Governors are appointed by the President of the 
Republic, and are responsible only to him. The others are 
elected by the two hundred largest stock-holders of French 
nationality. The General Council must contain at least five 
representatives of manufacturing, industrial or commercial 
interests, and three Treasury officials. Hess than half of the 
Council can therefore consist of bankers. Another note- 
ivorthy fact is that the large joint-stock banks have had 
relatively little mfiuence in the Council, compared with the 
private and provincial banks, which, because’ they were 
organized earlier, have played a more important role in the 
development of the Bank. One result of this has been the 
ability of the Bank to act independently pf the big com- 
mercial banks, liut it has at the same time generated a 
feeling of competition between the Bank and the joint-stock 
banks, and made the latter unwilling to accept the leader- 
ship of the Bank in crises. 

The relationship between the Governor and the Council 
depends largely upon the personality of the former. It is. 
the legal duty of the Council, acting through various com- 
mittees, to approve bills for discount, to issue notes, tO’ 
invest reserve funds, to make rules for the internal manage- 
ment of the Bank, and ro make sure that the Bank is con- 
ducting its operations wdthin the lawn The Governor is the 
executive officer, and the Council can’ do nothing without 
his approval. A strong Governor can ordinarily lead the 
Council. It will be evident that, although the Bank is pri- 
vately owned, the Government can exercise considerable 
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influence over it through the Governor, the Vice-Governors 
and the Treasuiy representatives on the General Council. 

Note Issue 

The Bank of France began to issue notes as soon as it 
was founded in iSoo. Originally it was, without exclusive 
privileges, merely authorized to- issue notes. Since 1S48, 
it has been the sole bank of issue in France. 

The principle that has been followed from tlie very begin- 
ning ill the matter of issuing notes is that ‘the guarantee of 
bank-notes ought not to be sought 111 the capital funds of 
the Bank, but in the bills which it discounts’. In thus 
stressing commeicial paper as security behind notes rather 
than gold reserves or Government securities the Bank of 
France followed the principles of what came to be known as 
the ‘banking school’ in England, whereas the English Bank 
Charter Act of 1844 incorporated the principles of the 
‘currency school’. . 

By the original Act of 1S03, the Bank of France was given 
the monopoly of note-issue in Paris only. No important 
change in the method of note-issue ivas made until the crisis 
of 1847 endangered the metallic reserve. In that year, the 
mininium denomination of notes was lowered from 500 to> 
200 francs, and a temporary expedient was adopted which 
later became a permanent policy, namely, the setting of an 
upper limit to the total circulation — 350 million francs for 
the Bank of France, and 102 million francs for the nine 
departmental , banks combined. The serious plight of the 
departmental banks in iS48_led to the Bank of France 
obtaining the complete monopoly of note issue in France, 
the nine departmental banks being transformed into- 
branches of the Bank of Prance. Since 1847-48, the deno- 
mination of the notes had been low'ered from lime to time 
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Hintil in 1S71 the issue of 10 and 5 franc notes was autho- 
Tized, and the legal maxima to the total issue of banlc-notes 
had also been altered during periodic crises. This setting of 
a maximum limit was known as the system. The 

‘plafond’ was raised in 1S70, 1884, 1S93, 1897, 1906 and 
1911 in which year it stood at 6,800 million francs. Specie 
payment was suspended and the ‘plafond’ was raised io 
12,000 'million, and in 1935, to 58,500 million. The 
monetary law of 1928, which gaviE efiect to the stabilization 
of the franc, did not abandon the original principles of 
note-issue in France. The rules for rediscounting, which 
form the basis of a large part of the issuing of notes, were 
not changed But as this device was not considered suffi- 
cient to protect notes from over-issue by other means, the 
Bank was also required to hold 35 per cent reserve in gold 
•coin or bars against total notes in circulation and deposits. 
The obligation to redeem notes in gold was restored, but 
since the Bank was given option to pay out coin or bars 
and to set its own conditions in respect of minim um 
amounts and fineness, the legal resumption of specie pay- 
ments did not restore gold to circulation. 

The Bank of France .and Foreign Exchange 
Until 1914, the Bank had taken no part in foreign ex- 
change transactions. During the first Great War, the Bank 
began to take more active interest in the market, mainly 
selling through regular dealers enough exchange from the 
proceeds of its foreign holdings to stabilize the market. In 
1924 and 1926, these operations became more frequent for 
the purpose of counteracting foreign speculation against the 
franc. When in 1926, the scheme for the stabilization of 
the franc was evolved, exchange operations of the Bank 
formed an integral part of it, and the Bank organized a 
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depaiiment which began operations in October 1926. 
.Through its purchases, the value of the franc was gradually- 
raised, and after December it helped to keep the value of 
the fianc pegged until June 1928, when the legal stabiliza- 
tion of the currency no longer made such purchases and 
sales necessary. Nevertheless, the foreign exchange depart- 
ment of the Bank still exists and operates as the principal 
factor in the exchange market. The importance of the 
department was demonstrated when the dollar exchange 
was fluctuating greatly.' The aid it gave to the dollar was 
reciprocated in May 1935 when the stabilization fund of 
the U. S. Treasury supported the franc. In this way, the 
establishment of the foreign exchange department marks 
another step in the development of co-operation between 
central banks and in the adjustment of domestic policies to 
the exigencies of the international situation. 

II.— Caissb DBS Dbpots et Consignations 

I 

The Caisse des DdpSts et Consignations constitutes the 
most unusual, and often the most important, French finan- 
cial institution. Its greatest development has been since 
1926 Its assets have approached those of the Bank of 
France, and by lending or not lending, it has at times even 
decided the fate of Governments. Its operations, however, 
are conducted so discreetly that it has attracted very little 
public attention, and is more or less unknown outside 
France. 

The Caisse was established in 1S16 when public confi- 
dence in banks was rudely shaken Its purpose was to keep 
in safety funds entrusted to it by individuals and by the 
courts, and the money put up as bond by certain govern- 
mfent officials. The types of funds which have increased 
rapidly sifice the first War are not those -wffiich were origi- 
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nally m existence. The new types of funds are the savings 
bank deposits and social insurance funds. The various 
social Insurance Acts which have been enacted in France 
have greatly widened the scope of state-administered in- 
surance, and the Caisse has received the full benefit of this 
circumstance. Although it cannot advertize, the insurance 
it offers has many advantages over that offered by private 
companies. The guarantee of the state is behind it, and, 
further, it is free from certain legal restrictions imposed 
upon private companies. The result is that the volume of 
insurance written by the Caisse since the new social insu- 
rance Acts were passed between 1S2S and 1933 has increased 
much more than that written by private companies. The 
savings bank deposits have constituted in recent years by 
far the largest part of the Caisse’s liabilities, amounting at 
the end of 1931 to two-thirds of the total. By a law in 1837 
.deposits of private savings banks had to be transferred to 
the Caisse. The deposits of i^stal savings banks are also 
entrusted to its management. Savings deposits increased' 
rapidly since the stabilization of the franc, partly owing to 
renewed confidence in the Government as the result of the 
return of sound money and partly owing to loss of confi- 
dence in banks and in securities investments during the 
depression years. The maximum amount that an individual 
may deposit is now fixed at 20,000 francs. This limit for 
many years before the first War was placed at 1,000 francs 
and has been changed from time to time and stands now at 
20,000 francs. 


Management 

The Management of the Caisse is elitrusted to a Commis- 
sion consisting of a representative of the Treasury, the 
Governor of the Bank of France or one of the Vice- 
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Governors, the President of the Chamber of Commerce of 
Paris, one of the iDresiding judges of the Court of Accounts, 
two Cabinet Ministers,, two Senators and two Deputies. 
Actually this Commission entrusts the real direction of the 
Caisse to the Director, who is appointed by the President 
of the Republic, upon the nomination of the Minister of 
Finance. 

The Caisse and the Money Market 

The Caisse invests its very large funds in short, medium 
and long-term loans. A certain portion has to be kept in 
liquid form in order to meet demands for withdrawals of 
saving deposits, payments of insurance and other sums for 
which the Caisse is liable. A part of this is maintained in 
cash and a larger amount is kept on deposit with the Bank 
of France Another amount is kept on deposit at the 
Central Fund of the Treasury, while the rest of the short- 
term funds are invested largely in the notes of French and 
foreign Governments, or in loans granted against the 
security of such notes 

The Caisse influences the short-term money market in 
many ways. It is the largest holder of the two-year Treasury 
notes, and in a large measure controls this market. It also 
holds such notes as collateral for loans granted to banks and 
individuals. The rate of interest charged by the Caisse for 
loans against Treasury notes is lower than that levied by 
' the Bank of France, rvith the result that banks often ap- 
proach the Caisse rather than the Bank for short-term 
accommodation. The influence of the Bank in the money 
market is thus seriously affected The lending activity of 
the Caisse could be carried on without any unfavourable 
reaction upon the leadership of the Bank of France, if the 
two institutions worked 111 close co-operation. There is a 
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sliglit official connexion between the two institutions ; for 
the Governor of the Bank is an cx-oificio member of the 
Council of the Ccuisse. But this link is not a close one, and 
the policies of the Bank and the Cai'isc have sometimes been 
in conflict The objects of the two institutions are different. 
The primary function of the Ccitssc is to safeguard the funds 
entrusted to it, not, like the Bank, to manipulate interest 
rates or to control gold movements The former is merely 
concerned with the safety, liquidity and profitability of its 
assets. Yet its funds, like those of the Treasury, are so 
large that, unless they are skilfully handled in co-operation 
with the Bank and the Treasury, they are bound at times to 
exert a disturbing influence on the money market. 

Caisse AND Long-term Investments 

A very large part of the funds of the Caisse is bj^ law 
invested in securities issued or guaranteed by the govern- 
ment. It is the largest single holder of French government 
securities. Until iggi, ninety per cent of the savings banks 
deposits had to be invested in government and semi-govern- 
ment securities. The law of March 1931 allowed investment 
in industrial issues as well, but under special safeguards. 
Thus the Minister of Finance must approve the list of such 
issues drawn up by the Director of the Caisse. 

From the position of the Caisse as a holder of long-term 
securities, especially government and semi-government, 
certain consequences follow. From the point of view of the ' 
government the interdependence of the Caisse and the 
French Rente may prove dangerous. From 1936-1932, the 
increase in savings deposits made the Caisse a very strong 
supporter of the Rente. When, however, the movement 
reversed, it became a menace to the credit of the Govern- 
ment, for,’ in an emergency, the Caisse may be forced to 
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sell its holdings of the Rente which would create panic in 
the market ai:|^ undermine public credit. In the second 
place, when ajiiuiiiber of banks were in extienie difficulty 
in the depression years, it was generally believed that the 
Gama helped them not only to give loans but also by 
purchasing the stock Such action has dangerous possibi- 
lities. For, if the Caisse which now controls all savings 
bank deposits and a large part of insurance funds, should 
acquire control of the banks by purchase of their stock, 
it might achieve a dangerous monopoly of all financial tran- 
sactions m the country. 

Ill — The Trea.sury 

The Treasury is an important financial institution in 
France It does not always act through the Bank of 
France, but may directly intervene in the money market 
in many ways and influence conditions therein. 

Treasury Borrowing 

Whenever the Treasury is short of funds, it boriows in 
the open maiket by issuing Treasury notes. This borrowing 
i.s handled by the Treasury directly from its central office 
by means of three to twelve months notes sold to banks and 
other investors, and should be distinguished from long-term 
borrowing, as well as from the National Defence notes,’ 
which are administered by a separate branch of the Trea- 
sury, the Catsse d’ Amortissement Negotiations for the sale 
or issue of Treasury notes are usually carried on directly 
with the principal banks, without calling upon the Bank of 
Fiance for any special assistance. The state of the market 
determines the amount of notes to be' issued and the rate of 
interest to be paid. Notes of three months 'maturity or less 
havg always ■ been eligible for Rediscount -by the Bank of 
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France with the borrower’s endorsement, while notes of 
longer maturity were admitted to special pr^ileges by the 
Bank in 1935 and could usually be used as security for 
loans from the Caisse des D^p^U el Consignations. Banks 
were therefore enabled to hold large quantities of notes 
without endangering their liquidity. 

All long-term debts contracted by the Treasury since 1926 
are managed by a separate oiEce called the Caisse d’ 
Aniortissemeiit. It also managed all debts contracted during 
the first War and up to 1926. Its first dutj^ was to take over 
the short-term National Defence notes and redeem them as 
far as possible and to refund the rest in notes of at least 
two years’ maturity. The Caisse d’ Amortisseme.nt is admi- 
nistered by a council of twenty-one members including 
representatives of the Treasury proper, the Bank of France 
and of the Came des Dipols et Consignations, The 
Director of the latter is the head of the financial committee 
of the Caisse Amoihssement, and the two institutions 
work in close collaboration. 

Loans by the Treasury 

The Treasury has the right to invest its funds as it 
pleases. One of its most important short-term investments 
during and after the war has been in foreign exchange. 
But when the Treasury no longer needed foreign currencies, 
it would sell them independently of the Bank of France, 
which might also be carrying on the same operation. 

The Treasury has also the right to make long-term loans. 
This privilege has produced many difficulties in France as 
it has sometimes been used for political purposes. Thus 
after 1926 when the government had surpluses for some 
years, loans were made, not always with sufficient care, to 
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a number of countries whose friendship was considered 
desirable on political grounds. 


The Treasury and the Bank of France 

It is a peculiar feature of the French monetary system that 
the relation between the Treasury and the central bank 
is rather loose, although this situation appears to be in 
conformity with the Bank’s anxiety to maintain its inde- 
pendence of the Government. The Treasury in France is in 
many respects an independent financial institution. It 
performs many functions which are of a banking character. 
The Treasury has its ovra central fund, where Government 
receipts are often hoarded in actual cash and deposits are 
kept for administrative bodies like the Caisse des d&pdis el| 
Consignations, the city of Paris and the Departments. 
Until 1926, individuals and banks were allowed to have 
deposit accounts with the Treasury on which 3 per cent 
interest was paid. 

The Bank of France handles, of course, a large part of 
Government receipts and disbursements, particularly since 
1926. Yet the relation between the Bank and the Treasury 
is neither veiy close nor of much assistance to the money 
market. There is little co-operation between them in matters 
of policy. For example, apart from such funds the Treasury 
may maintain with the Bank, the latter knows nothing of 
the status of the Treasury’s funds, of what foreign balances 
it holds, nor of the policy in regard to them. It may be 
mentioned that during 1930 and 1931, the Treasury was 
selling foreign exchange when the Bank was refraining 
from doing so. Further, the Bank is not always consulted 
as to the conditions under which a new issue of notes is to 
be placed in the market by the Treasury. 
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IV. — ^The Commercial Banks 

An important 'factor m the development of banking insti- 
tutions in Fiance is that the country’s principal industry is 
agriculture, not manufacture or trade. There has been 
less emphasis upon commercial banking than upon the in- 
vestment of savings deposits. Cash transactions prepon- 
derate over credit transactions, and the use of the cheque 
has been limited. The result is that an important source 
of ‘earning for commercial banks has been the investing of 
funds for their customers, ivhile investment and private 
bankers have tried to attract deposits to augment their 
funds for placement. 

The commercial banking system of France has developed 
ivith comparatively little government regulation or super- 
vision, and may be classified into four main groups : 
(a) credit banks or banques de dipdis, (b) investment banks, 
or bmques d^ ajjavres, (c) local and regional banks and 
(d) private banks, or haules bmques. 

Credit Banks 

The credit banks — the giandes sociHes de ciidit — are the 
most important group of banks, and may be compared with 
English joint-stock banks. They provide short-term loans 
to trade and industry and also discount trade bills. They 
are also in close contact with the small investor, who usually 
buys his securities over their counters or upon their advice. 
The distribution of securities constitutes an important busi- 
ness for the credit banks. With their numerous branches 
and agencies all over the country, they collect the surplus 
funds of the public and do a large business in distributing 
securities to it. These securities may be either domestic or 
foreign. The banks cannot deal directly on the Bourse or 
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■the Stock Exchange, but they have their own counters in- 
side the Stock Exchange premises from which they issue 
buying and selling orders for their customers, and are thus 
in closer contact udth the security market than are banks in 
most other countries. Unlike the German banks, however, 
the French credit banks do not directly participate in busi- 
ness enterprises, but merely act as distributors of their 
securities. 

The three largest of the credit banks are Credit 'Lyon- 
nais, the SocieU Goii&rale, and the Compioir National d’ 
Escompte. They are the leaders in the commercial bank- 
ing sphere They have a network of branches and agencies 
all over the country In addition to these three institutions, 
there are two others of a definitely metropolitan character, 
although not so large as the others. They are the Cridiii 
Industnel ct Commercial and the Banque Nationale pow le 
Commeice et I’lndustiie. 

Bangues d^ Ajfaiies or Investment Banks ’The investment 
banks are chiefly concerned with the provision of long-term 
finance for business establishments, and engage in com- 
mercial banking to only a small extent. Their main busi- 
ness consists of floating government loans, underwriting 
industrial loans, and organizing new mdustiies or re-orga- 
nizing old ones to a point where their issues can be offered 
to the public. Sometimes the manager or a director of the 
investment bank may have a seat on the board of direc- 
tors of a client company, but it is consideied advisable to 
exercise control by other indirect means. The relation of 
the investment hanks with the public is partly direct, and 
partly indirect, through the commercial banks, with whom 
they stand m close relationship. They may be compared 
with the security affiliates formerly associated with' 
American banks, with this difference that whereas the 
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security affiliates were dependent on the mother bank, the 
French investment banks have an independent existence. 

The investment banks depend mostly upon their own 
capital supplemented by funds left with them by capitalists. 
They accept deposits from the public, but the greater pro- 
portion of these deposits are lime deposits. During the first 
War and for some years after the War, however, some of 
the investment banks, owing to lack of investment opportu- 
nities, had begun to solicit deposits from the public with 
a view to do more commercial banking business. They 
expected in this way to make up for the declining earnings 
of their securities departments 

The most important investment banks are the Bcinque de 
Palis et des Pays-Pas and the Banqiie de PVmiori' Pa/ri- 
sienne. The former institution engages primarily in invest- 
ment banking and is responsible for the development of 
many industries as well as for placing many foreign issues 
in the French market. The Banque de I’Unioti Parisienne 
was interested in general commercial banking business, 
even before the first War, in addition to its main business 
of investment banking. 

Private Banks 

The most highly specialized investment banks are the 
private banks or the hautes banques, many of which belong 
to international banking families such as Rothschild, Hottin- 
guer, Mallet and Varnes. These banks do not undertake 
general banking business, nor do they accept deposits from 
the public. Their activities are quite varied. Some of them 
manage their own business. Their customers are usually 
the big industries. Their main business is to invest .their 
funds in French Rentes or issues of other governments. In 
view of their international connexions, the big private banks 
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have always been influential in financing international 
trade, and have played a role similar to that of merchant 
bankers in England. The smaller private banks also operate 
111 the foreign exchange market and do an acceptance busi- 
ness. The smaller banks usually serve as feeders either tO' 
the large investment banks or to tlie large private banks. 

Tocap and Regionap Banks 
Alongside the large credit banks, there are in France a 
large number of local banks and a few regional banks. In 
France, the development of branch banking on the part of 
the big commercial banks has been mainly by the establish- 
ment of new branches, and not by the absorption of existing 
local banks The local banks have met this competition 
from the large credit banks partly by combining themselves- 
with other institutions in a particular locality and thus- 
forming regional banks, and partly by the advantage they 
have in view of their intimate knowledge of local conditions. 
During the depression years, a number of local banks 
suffered badly and some of them failed. 

Some of the local banks are intimately associated with 
local industries, which they finance. Such banks are in the 
nature of investment banks. Others carry on a commercial 
banking business only. Generally speaking, the local banks 
do not maintain as liquid a position as the big commercial 
banks do. 

The Bank op France and Controp of Credit 
The emphasis of the Bank of France as a central bank 
has been rather on service than on control of the money 
market. This is evidenced, in the first place, by the fact 
that it advances money to or rediscounts paper for any 
borrower, bank or private individual who satisfies its eligi- 
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bility requirements Thife character of the Bank is also 
manifested, ill the second place, In its. policy of maintain- 
ing the discount rate low and in changing it much less fre- 
.quently than other central banks. The stability of the rate 
has been considered as important as its low level. 

The Bank's Discounts, and Advances 

The discount facilities of the Bank of France are available 
to all borrowers provided the paper offered satisfies 
the essential requirements, namely, that the paper bears 
three signatures, is of short maturity, and arises out of a 
genuine transaction. The Bank charges a uniform discount 
rate to all borrowers, and does not allow any favoured rate 
to special customers of very good credit standing, as some 
.central banks do. The strict requirements for discount have 
placed the Bank in a disadvantageous position in modern 
times. In the past, it had few competitors and its volume 
of rediscounts was large. With the growth of the large 
commercial banks and their activities, there has set in a 
decline in the discounts of the Bank of France The Bank 
has thus gradually become, in a sense, more a banker’s 
bank than a commercial bank. 

The Bank has not only suffered fiom the competition of 
.commercial banks in the matter of rediscounts, but the qua- 
lity of paper brought to it has also deteriorated. The 
commercial banks can offer preferential rates for the best 
bills and have thus been able to secure them. As the 
Bank’s rate is a little higher, the commercial banks would 
suffer a slight loss if they were to take these bills to the 
Bank for 'rediscount. In actual practice, however, the big 
•cdmifiercial banks hardly ever rediscount with the Bank, 
hot only because of the financial loss' involved, but also 
ibecause of loss of prestige h'hich 'such a transaction would 
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entail. ,It is considered to be- -equivalent tb a confession of 
weakness if ainy of the big banks of Paris should try to redis- 
count bills with the Bank of France. They would rather 
borrow from each other or on their Treasury notes at the 
Bank or the Caisse des D&pots. 

Besides, lediscountmg commercial and Treasury Bills at 
the official discount rate, the Bank of France makes other 
forms of advances at other rates. It grants loans against bar 
gold or securities. Originally the securities could only be 
French Governnient securities of fixed maturities. Subse- 
quent legislation enlarged the group of eligible securities to- 
include bonds and stocks of French railways, and securities 
of French cities and departments, of French colonies and 
protectorates and of the CiddiU Fancier and the SocieLd 
G^neial AUgenenne 

The Bank and the Discount Rate 
It has been the consistent policy of the Bank of France ex- 
cepting during one period between 1852 and 1861 to main- 
tain a stable and low discount rate. Aii attempt was made 
during 1852-61 to stop the gold outflow by raising the dis- 
count rate from time to time. Although this achieved 
partial success, it roused great public criticism. A Commis- 
sion of Fnquiry was appointed by the Emperor in 1865-66, 

, and the Bank was practically forced to abandon its new 
policy and return to the earlier practice of stable and low 
discount rates. It should, thus, be evident that the discount 
rate has not the same meaning in France as in other coun- 
tries. It is not generally used to control the volume of credit 
for the purpose of regulating production and prices. 

The Bank and Open Market Operations 
The Bank of France does not engage ' in open-market 
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operations except to a very limited extent. It is not autho- 
lized to buy or sell Goverinnent bonds or commercial bills 
on its own account, except in a very limited form. French 
public opinion has always been opposed to" giving the Bank 
this privilege on the ground that it would expose the Bank 
to risk of loss and also rouse suspicion of its having mani- 
pulated the market, and, further, that in the other countries 
this had sometimes led to inflation. 

Under the stabilization law of 192S, the Bank of France 
was permitted to buy and sell bills and short-term securities 
for the account of foreign central banks at their request. 
This was intended as a measure of reciprocity for services 
rendered to the Bank by other central banks, and cannot be 
legarded as a privilege to undertake open -market operations, 
for the initiative for such operations does not lie with the 
Bank of France, but must come from foreign central banks. 

The only effective method of influencing credit conditions 
by open-market operations available to the Bank of France 
is dealing in foreign exchange. But as this operation must 
affect at the same time the external value of the currency 
and tlny-efore the exchange rate, jt has not been resorted 
to for influencing credit conditions. 

It would appear from the foregoing considerations that the 
question of controlling the volume of credit by the central 
bank is not so important in France as in other countries 
The Bank of France is primarily concerned with main- 
taining easy credit conditions. Further, it has to .share its 
influence in certain respects in the money market with the 
Caisse des D^p^ts et Consignations ; the Treasury and the 
big credit banks. This peculiar position of the French 
money market is accounted for by certain traits of French 
economy. For one thing, the use of bank credit is much 
less important in France than in England or America. For 
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another, one of the main problems of the French financial 
system is the collection and safe investment of the small 
savings of numerous small investors. For yet another, the 
investment market in Pans is much more important than 
the money market from both the foreign and domestic 
points of view. 

Paris as an International Financial Centre 
Neither before or after the first Great War or the stabili- 
zation of the. franc in 1928, has Paris even been an 
important international financial centre. There are many 
reasons why this is so. In the first place, compared with 
I/ondon, Paris is not a great entrepbt centre. Nor is it like 
Tondon or New York, situated in a very wealthy and 
highly industrialized countiy. In the second place, the 
international trade of France has not been so important as 
that of England, and there has been almost a complete 
absence of financial transactions arising out of French 
shipping and insurance services to other countries, In the 
third place, the short-term money market of France is not 
well developed. The facilities for the safe and liquichinvest- 
ment of short-term funds m Paris are very poor. The 
acceptance market in Pans is almost negligible. A 
beginning has, however, been made in 1929 by the forma- 
tion of the Banque Fiancaise d’ Acceptation, which is 
intended solely for acceptance business. The only aspect 
of international finance in which Pans has been interested 
is foreign long-term investment. Even here, the intrusion 
of political considerations has detracted from the influence 
and prestige of Paris an an investment maiket. Eastly, 
Paris has not been able to develop as a well-organized and 
well-knit money market on account of the Jealousy existing 
between different financial institutions as well as unwilling- 
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ness on their part to co-operate Thui the leaderbhip in 
the Paris money market is divided between the Bank of 
Prance, the Treasury, the Caisse de? depots ot Consigna- 
tions and the big commercial banks All these factors have 
militated against Pans developing as a leading international 
financial centre, in spite of great opportunities, as, for 
example, when the franc alone was on the gold standard 
after this standard was abandoned by both England and 
America in 1931 and 1933 respectively 



CHAPTER XVI 

THE monetary system OF GERMANY 

Ai,though the development of banking in Germany dates 
from the seventeenth century,— the first joint-stock bank 
being, however, founded in 1848,-11 bears strongly the 
impress of three statutes, namely, the Laws of 1S75, 1924 
and 1934 The distinguishing characteristic of the German 
banking system, ^Yhich provides the’ classical example of 
continental as opposed to British banking practices, is that 
German banks actively participate in the development of 
industrial establishments. The German system is therefore 
usually referred to as a mixed as opposed to a purely com- 
mercial banking system. One result of this is that a func- 
tional classification of German banks is more difficult than 
in the other monetary systems we have so far studied. 

The Reichsbank 

The origin of the Reichsbank goes back to 1765 when 
the first bank of issue in Germany, the Koenigliche Bank, 
was founded. It was established as a state institution. In 
1S46, it went into liquidation but was reorganized as the 
Preussische Bank by an Act in 1847 which admitted private 
shareholders. The reorganized bank continued until 1875, 
when it was again reconstituted as the Reichsbank or the 
Imperial Bank of Germany. The main purpose of the Act 
of 1875 was to unify the German banking system by bring- 
ing it under the control of a central institution, in the 
administratiq|U of which the state should have a part. The 
Reichsbank was again drastically reorganized in 1924 in 
accordance with the Dawes Plan. The shares orthe Bank 
13 
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arc privately held, although the Bank is under the control 
of the Reich. 

The Reichsbank i.s Germany’s central bank. It super- 
vises the German monetary system, holds the gold reserve 
of the country and is the ultimate source of credit. It was 
the principal and is since 1933 the sole bank of issue In 
1S75, there were 33 other banks with the privilege of note 
issue, and the number declined to only four by igo6. 

The mam functions of the Reichsbank are to regulate 
the supply of currency, provide clearing facilities and 
control credit In addition to issuing notes, the Bartk 
discounts certain specified types of commercial paper, makes 
loans against ceitaiii types of collateral and engages in 
open market operations. 

Management : Under the law of 1934, the administrative 
functions of the Bank were in the hands of an advisory 
committee, a managing board and a general council. 
The advisory or central committee of twenty-one members 
was elected by the general assembly of shareholders. 
These members repre^nted various professions. The 
managing board was appointed by tlie President of the 
Bank, subject to the approval of the general council. The 
general council was composed of fourteen members, _ seven 
of whom were Germans and seven foreigner.?. The Presi- 
dent of the Bank was to be elected from among the seven 
German members by a majority of nine members — six of 
whom had to be Germans — subject to the approval of the 
President of the Republic. The general council elected one 
of its foreign members to serve as the Commissioner of 
Currency. 

Radical changes in the management of tb« Bank have 
been' effected since 1924. In accordance ivith the Young 
Plan in 1930, the foreign element in the general council was 
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abolished, and the number of members was reduced from 
fourteen to ten consisting exclusively of Germans. The 
Commissioner of Currency was also to be a German. 
Further changes were introduced by the law of 1938. The 
general council was abolished,' and provision was made tor 
the appointment by the Reich President of a managing' 
board. The Reich President iiQW nominates the President 
of the Bank for four years on the suggestion of the directors 
of the Bank. The Reich President also nominates for a 
period of twelve years the directors of the Bank proposed 
by the Reichsbank' President. Under certain conditions the 
Reich President may dismiss the President and directors of 
the Bank 

Nofc Isiue Until 1933, four banks apart fioin the 
Reichsbank, had the privilege of note issue The aggregate 
amount nssued by them was small anchwas fixed at a maxi- 
mum of 194 million marks by the law of 1924. These iiote.s 
ivere not legal tender The note-issue privilege of these 
hanks was ternimatecl by a decree in 1933 as of December 
31- 1935- 

By the law of 1924, the Reichsbank ijnist maintain against 
its note issue a reserve of at least 40 per cent 111 gold and 
foreign exchange, of which 30 per cent must be in gold. 
Foreign exchange eligible as cover for notes consists of 
notes, foreign bills of not more than fourteen days’ maturity, 
and sight drafts drawn on banks of known standing in 
irapoitant financial centres. The balance of the cover against 
note issue is to consist of discounted doiue,stic and foreign 
bills of exchange with a maturity not exceeding three 
months. Under the 1924 law', the reserve can be allow'ed to 
fall below' the legal minimum under certain conditions. 
Thus, the reserve can be reduced in an emeigency subject 
'to {a) the imposition of a graduated tax on the difference ; 
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(b) the maintenance of the discount rate at a minimum of 
5 per cent j and (c) the increase of the discount rate fromr 
the minimum as the reserve falls. 'This system, thus, has- 
the great merit of elasticity, for extraoidraary demands can 
be met without difficulty by increasing the fiduciary issue 
in the manner prescribed by i law. Since July 1931, the 
reserve has fallen below the -statutory requirement, but the 
Bank rate has not been pioportionately increased. The pro-' 
vision that the discount rate must not fall below 5 per cent 
if the mimniuiii legal reserve is not inaintaiiied was sus- 
pended until September 1934 by a presidential decree issued 
in September 1933. The provision for the imposition of a 
graduated tax and the 5 per cent minimum discount rate 
when the reserve should fall below 40 per cent uas abro- 
gated by the amendments passed in 1933. Further, while 
the 40 per cent metallic reserve against notes is maintained, 
these amendments provide .that a concurrent resolution of 
the central comniittee of stockholders and of the directors- 
of the Reiclisbank can empower the Bank to let the metallic 
reserve fall below the legal niinmium. The effect of this- 
provision, as stated, by a noted authority, is as follows ; 
‘As it has also been laid down that the securities thus- 
bought (by the Reiclisbank in the open market) are to be 
equivalent to hills for the purpose of note cover, and as the 
gold and foreign exchange cover is practically of little 
importance, there are practically no longer any limits to- 

the issue of notes Actually the Reiclisbank is no- 

longer a note issuing Bank in the old sense, but a Bank to 
provide money for the state, i.e., for the tasks which the 
new state has set itself in the new Reich’ . 

Under the Act of 1934, the Reiclisbank has also to main- 
tain a reserve against its demand deposits. The reserve is 
to be 40 per cent liquid assets consisting of demand! 
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Reichsbank and performs such functions as the Reichshank- 
is prohibited by law undertaking, and in particular the^ 
shifting of short-tenii funds into the capital market. It 
accepts deposits, and is not, like the Reichsbank, debarred 
from paying an interest on deposits. The scope of operation 
of the bank was broadened in 1930, and it was authorized 
to issue bonds up to five tiiiies its capital and reserves. 
Its primary function non is to finance foreign trade, parti- 
cularly when long-term credit is required, for example, in 
trade with Russia, Turkey and other countries, and in the 
administering of blocked marks used to foster foreign 
trade The bank also played an important part 111 the task 
of the re-organization of the -commercial banks in 1932. 

The Siate Banks . — Besides the Reichsbank, four state 
banks liad the privilege of note issue, the Bayerische Noten- 
bank, the Saechsisclie Bank, the Badische Bank and the 
Wurtembergische Notenbank. This privilege was termi- 
nated by a decree in 1933 of December 31, 1935. Apart 
from these four banks, there are other state banks which 
had no power to issue notes. These state banks do not 
operate for profit. Their principal function is to act as 
bankers to their respective governments. They are super- 
vised by the states and their - earnings go to the state 
treasuries. Their operations are generally confined to' states, 
and communal or co-operative organizations within the 
state territories. Personal credit is advanced to a smalt 
extent only. * 

The most important state bank is the 'Prussian State Bank, 
generallj' known as the Seehflvdlung. Next to the Reichs- 
bank, it is the most importaiit public bank in Germany. 
On account of its huge deposits, 9 n which, unlike the 
Reichsbank, it can pay interest, the Seehandlung exercises" 
considerable influence in tlib money market. It is one of the 
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largest lenders and borrowers in the market. It is also the 
principal lender against stock-exchange securities. In vietv 
of losses sustained in 1926 on some of its piivate transac- 
tions, it has restricted its activities to dealings mainly with 
banks. All engagements of the bank are guaranteed by the 
Prussian state, which also receives the net profits made by it. 

The Reichs-Kiedit-Gesclhchaft . — ^Although this institu- 
tion is in the nature of a commercial bank, it is indirectly 
owned by the Reich. It is an interesting example of private 
banking activity on the part of the state. Its entire share 
capital is held by the Verdniigte Indushie Aktien Gesells- 
chaft, usually referred to as the Viag, wliicli is owned by 
the Reich. The Viag is a holding company for managing 
the Reich Government’s interests in business enterprises. 
It has no branches, but nevertheless has close connexion 
with all provincial institutions and bankers It has been able 
to maintain its position quite well in the face of competition 
from the big commercial banks 

Provincial and Communal Banki, — ^These are small public 
institutions situated in provinces, cities and communes all 
over the country. Their business resembles that of state 
banks in the smaller states This group includes local 
savings banks, central clearing institutions (Giro Zentralen) 
and land banks. 

The land banks are maintained by provincial govern- 
ments. Their functions are partly to give agricultural 
mortgage credit, partly to give financial as.sistance to sub- 
ordinate local authorities, and partly to act as regional 
control banks to the savings banks. 

The German savings banks have a comparatively long 
history, the first being established in Hamburg in 1778. 
They were established wnth the purpose of promoting 
saving, particularly among the less well-to-do sections in' 
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society They are almost exclusively the creation of muni- 
cipal authorities, which guarantee their solvency In each 
slate, they are regulated by law or administrative decree. 

Above the savings banks and municipal banks, which are 
the piimary organs of the communal banking system, were 
erected the district Giro Zentralen, and the Deutsche Giro 
Zentrale, Berlin, the latter, established in 1918, being the 
central clearing institution for the whole Reich. The main 
purpose of this higher Giro organization was to operate 
payments by book transfer (Giro payment) between one 
local bank and another, to which the task of distributing 
liquid balances between the banks was also added. 

Commercial or Private Credit Banks 

German credit banks originated in the fifties of last 
century. The first joint-stock bank, the A. Schafihausen- 
scher Bankverein, was founded m Cologne in 1848. Since 
then, joint-stock banks have been established throughout 
tlie country both in Berlin and in provincial towns, until 
by a process of merger and concentration, they have come 
to be controlled by what are known as the Grossbanken or 
big banks. The leading Grossbanken comprise the four 
D-Banken, namely, the Deutsche Bank, the Disconto 
Gesellscliaft, the Dresdner Bank and the Darinstaedter and 
Natioiialbank, and, in addition, Berliner Handcls- 
Gesellschaft, and the 'Coinmerz-und Priyat-Bank. Follow- 
ing the collapse of the banking system in July 1931, there 
has been a further- process of reorganization, as the result 
of which the following banks remain as the most important 
German credit banks : the Deutsche Bank and the Disconto- 
Gesellschaft, the Dresdner Bank, the Commerz-und Privat- 
Bank, the Berliner Handels-Gesellschaft and the Reichs- 
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Kredit-Gesellschaft The latter, although a commercial 
hank in its oijcrations, belongs to a holding company which 
again is owned by the Reich. 

The joint-stock banks do ordinary commercial banking 
business and engage in long-period financing of industries. 
The distinctive characteristic of joint-stock banking in 
Germany is the iiitegiation of branches of finance which 
■elsewhere are often sepaiate This characteristic is a com- 
bination of British deposit banking with the long-term 
finance associated with the French banques d’affaiis In 
fact, the rise of German joint-stock banks has g'one hand 
in hand with the industrialization of the country. Banks 
which assist industries uith long-term loans usually have 
their representatives on the boards of the industrial estab- 
lishments they finance A cliaracteiistic feature of mixed 
hanking has been for the banks to permit capital develop- 
ments by taking overdrafts on current accounts. Later 
these loans have been repaid by issuing securities If the 
securities can be easily disposed of, this method of financing 
presents no serious difficulties. Until the repression of 1929 
this system worked on the whole quite satisfactorily. But 
the experiences of the slump of 1929 were very unhappy. 
On the Continent particularly, manj’’ banks suffered great 
losses on account of industrial lo.sses, with the result that in 
many countries legislation has compelled banks to separate 
their commercial from their industrial banking business. 
Thus, in the U S A., deposit banks have had to abandon 
their securities affiliates. 

The commercial banking activities of the German joint- 
stock banks are similar to those of the deposit banks in 
other countries. They accept deposits, extend short-term 
credit, discount trade bills and finance stock exchange 
transactions through collateral loans. 
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The end of the last Great War witnessed a great change 
in the German banking practice. The War transformed 
Germany from a creditor into a debtor country. The great 
impoverishment of the countrj' aggravated by the effects 
of the inflation made the importation of foreign capital 
essential for the re-organization of industries After the 
currency was stabilized on the adoption of the Dawes Plan 
in iq34, foreign capital began to flow into Germany. In 
1930, these foreign deposits comprised about 35 per cent 
of the total deposits of the commercial banks. In addition 
to these deposits, German banks obtained from abroad a 
large amount of acceptance (reimbursement) credits for 
account of their customers. In these circumstances, German 
banks had to maintain a large portion of their funds in 
liquid assets Nevertheless, dependence on foreign funds 
to such an extent implied a constant danger that would 
materialize immediately foreign funds would begin to be 
■withdrawn for any reason. This danger did manifest itself 
when the result of the elections of September 1930 caused 
considerable anxiety abroad Foreign funds began to be 
withdrawn, and foreign credits cancelled The situation 
became worse wdien the precarious position of the Austrian 
Credit Anstalt became known. Loans were obtained from 
the Bank of International Settlement, and the central banks 
of England, America and France, but they failed to ease 
the situation. The collapse of the largest German textile 
concern, the ‘Nordwollc’ led to a run on the Danat Bank, 
which suspended payment. This in turn led to runs on 
other banks. The situation became so serious that the 
.government had to intervene and afford relief by adopting 
various measures including the estabh,shment of two new 
institutions with a view to strengthen the banking structure 
in general and, in particular, .to assist the weak institutions. 
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Ful'ther, a decree of September 1931 instituted government 
supervision of banks. An office of a Reichs-Commissioner 
for Banking and a Banking Board were set up for the 
purpose. 

In September 1933, a Commission of Inquiry was 
appointed ‘to inquire what functions should be given tO' 
the German banking system in order that German socialism 
may become a reality’ In December 1934, a Banking 
Act, which continued and broadened the banking super- 
vision instituted in September 1931, and embodied the main 
recommendations of the Commission, was placed on the 
statute book to become operative from January 1935. 

The B\Mv Law of 1934 

This Act regulates all banks with the exception of the 
Reichsbank, the Golddiskontbank, the Post Office and 
certain other institutions of an official or special character 
The government is empowered to declare other types of 
business firms as credit institutions and doubtful cases are 
decided by the Banking Commissioner. 

Liqiiidtty Pwvisians . — ^The Act is designed to en.sure the 
safety of the banking system not only by bringing it under 
the control of the government, but also by regulations 
governing the liquidity of banks. 

The law provides that the cash reserve of banks must 
not fall below a stipulated percentage of the total liabilities 
less savings deposits to be fixed by the Supervisory Board. 
In addition, every credit institution must maintain a mini- 
mum ratio between its current liabilities and its secondary 
reserves These reserves shall consist of commercial bills 
with not more than 90 days to run andi securities .which will 
be accepted as guarantees for loans by the Reichsbank. The 
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ratio ib to be fixed by the Supeivisory Board and may differ 
according to the type of institution concerned, but must not 
exceed 30 per cent in any case. 

Holdings of stocks, excepting those representing perma- 
nent participation, and bonds not quoted on the German 
btock exchanges, must not exceed a percentage to current 
liabilities to be fixed by the Supervisory Board according to 
the class of credit institution concerned, but limited in any 
case to a minimum of 5 per cent The total investments in 
real estate and permanent participations must not exceed 
capital and reserves of the institution concerned. 

Loans — Unsecured credits exceeding RIM 5000 may be 
granted only on the presentation by a borrower of a state- 
ment of affairs or a balance-sheet, thus fully revealing nis 
financial condition. Uoans granted to a single individual 
must not exceed a certain percentage of the bank’s capital 
to be fixed by the Supervisory Board. The law considers 
all affiliated companies as a single borrower. When the 
total indebtedness of one borrower at one credit institution 
exceeds RM r, 000,000 during a month, it is termed large 
Iredit and must be reported to the Banking Commissioner. 
The latter may inform the banks concerned if a borrower 
has obtained large credits from several institutions. This 
information should prove useful in preventing big biisiness 
houses playing one hank off against another. 

Savings Deposits — ^These are defined as depostis of money 
that seive the purpose of investment and not of current 
liayments. Withdrawals are permitted only against presen- 
tation of the savings book, and not through the clearing 
.system or by cheque. The Act also provides that savings 
deposits shall be specially invested according to regulations 
published by the Supervisory Board. 

Supervision . — ^The control over the banking system is a 
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three-fold one : (a) the Supervisory Board, {b) the Bank- 
ing Commissioner, and (c) the Reichsbank. 

The Supervisory Board resembles and replaces the Bank- 
ing Board established in 1931 It 's established at the 
Reichsbank and consists of seven members, namely, the 
President of the Reichsbank Directorate as Chairman, the 
Reichsbank Vice-President as Deputy Chairman, a person 
to be nominated by the I,eader and Chancellor of the Reich, 
and the State Secretaries of the Ministries of the Interior, 
Finance, Economic Affairs and Food. 

The Board, it will be observed, is intimately connected 
with the various executive departments of the government 
and with the Reichsbank. The object of this close associa- 
tion is to facilitate the adoption of a uniform system of 
control. Decisions and other orders of the Board are made 
by its Chairman The functions hf other members are 
mainly of a consultative character. In the event of the 
opposition by any member to a decision, it is referred to 
the government for final disposal 

The primary function of the Board is to safeguard the 
banking and credit system and to remove any defects found 
in it. Besides the specific duties and powers of the Board 
relating^ to capital structure, liquidity and tlie clearing 
system, the law gives the Board a blanket authority over 
all banking matters The Act states that it is the duty of 
the Board to eliminate abuses in banking, to institute 
appropriate measures when a bank is in difficulty and to' 
require independent auditing of the yearly balance-sheets 
of all credit institutions The Board may also issue basic 
rules governing the management of the banks. The Board 
is further entrusted with judicial powers in connexion with 
the hearing of appeals against the decisions and rulings of 
the Banking Conunissioner in certain cases. It has 
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authority to issue iiistiuctions governing the activities of the 
Banking- Commissioner. 

The Banking Commissionei — This official alone comes 
d'nto d^irect personal contact witli banks in the di.scliarge 
,of his duties. He is appointed by the Chancellor of the 
Reich on the advice of the President of the Reichsbank, 
and IS responsible for the administration of the Act in 
accordance with instructions issued to him by the Super- 
visory Board. 

The Commissionei is in charge of the issue of licences for 
the establishment of new banks, and has wide powers over 
the establishment and continuance of banks. He can order 
banks to be liquidated and can decide whether the officials 
of a bank are trustworthy and suitable for their positions. 
He virtually controls short-term money rates through his 
ability to declare, as binding, majority decisions of central 
organizations regarding interest rates and the restriction of 
competition, and through his pouers to issue such regula- 
tions himself, should central organizations fail to come to an 
agreement. He has almo,st unlimited rights to demand 
information about the business of banks. The degree of 
■ control exercised by the Banking Commissioner beconie.s 
evident when it is borne in mind that only certain of his 
rulings and orders can be referred for final judgement to 
the Bujiervisory Board. In all other cases, his decision is 
final and irrevocable. 

IBie Reichshank . — The Reichsbank has indirectl3'^, if not 
directly, great powers of control over the credit and banking 
system. Its direct powers under the Act are limited, for 
example, the right to demand statistics from banks, the 
determination of the form in rvhich they shall be supplied 
and the demanding, of explanations of balance-.sheets and 
profit and loss accounts. But its indirect influence is great 
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-in view of the fact that both the President and the Vice- 
president of the Reichsbank are leading' members of the 
Supervisory Board. 

Banking in Germany, it rvill be noted, is subject to a dual 
control The Reicli.sbank has power to control credit, and 
IS also invested with certain other powers under the Bank 
Raw of 1934. It IS thus in supreme control in so far as the 
quantity of credit is concerned. The qualitative control over 
credit is exercised by the Supervisory Board and its execu- 
tive officer, the Banking Commissioner. The two aspects of 
control are, however, harmonized by the close relation 
which exists between the respective authorities. 

The Reichsbank and Control of Credit 

The dutie.s of the Reichsbank after its reconstitution lA 
1924 are four in number, namely, the control of the discount 
rate and of tlie operations undertaken by the Golddiskont- 
bank, the rationing of credit and direct actioh on banks. 
The Reichsbank is prohibited from carrying out open market 
operations. In contrast with the Federal Reserve Banks, 
which rely mainly upon open market operations for control- 
ling credit, the Reichsbank depends primarily upon the dis- 
count rate to achieve the same object. 

Dtscount Rate . — In its discount rate policy, the Reichs- 
bank has sought to regulate the flow of credit and maintain 
the stability of the German exchange. In view of the im- 
portance of foreign funds to Germany, exchange considera- 
tions have played an important part in this policy. Apart 
fi'om this the Reichsbank has tried to maintain interest rates 
low and to divert funds from the money market, ivbcn con- 
ditions in it were very easy, to the capital market. 

In pursuing these objectives in its discount late policy. 
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the Reiclisbank has been faced with considerable difficulties. 
In the first place, the great dependence on foreign funds has 
introduced a complication, for, it the discount rate was 
raised to discourage speculation, and internal expansion of 
credit, foreign funds flowed in and made conditions in the 
money market easy. On the other hand, if it was lowered to 
discourage the inflow of foreign money, banks found it pro- 
fitable to boirow from ihe Reichsbank and expand credit. 
In the second place, during 1924 and 1925, market rates 
were always lower than discount rate. The discount rate was 
therefore practically ineffective. Further, joint-stock banks 
had another access to funds, in foreign markets, in times of 
difficulty. Up to August 1926, the time up to which the 
Reichsbank kept the mark pegged to the dollar, banks and 
indusrial establishments could either obtain funds from the 
Reichsbank, or borrow abroad and sell their foreign bills of 
exchange to the Reichsbank. The unpegging of the dollar, 
however, and the consequent risk of loss from exchange 
fluctuations, caused the banks partially to abandon this 
method of obtaining marks through the sale of borrowed 
foreign exchange. In the third place, control of the money 
market by the Reichsbank was rendered difficult during the 
first few years following stabilization by the independent 
actions of such institutions as the vState Railwas'' and the 
Post Office, which controlled large funds. 

The crisis of 1931 witnessed a distinct change in the 
Reichsbaiik’s discount rate policy The banking crisis of 
that year, which led to the adoption of rigid foreign ex- 
change restrictions, the freezing of foreign balances by 
means of stand-still agreements, and the impossibility of 
obtaining foreign credits, brought to an end the Reichs- 
bank’s policy of regulating the discount rate with a view tO' 
conditions in foreign markets. Since the middle of 1931, the 
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discount rale policy has been determined primarily by 
domestic considerations. 

Oj)eraiions by the Golddiskontbaiik.—Wlieii conditions 
in the market' have been very easy, the Reichsbank has iised 
the Golddiskontbank to take surplus funds off the market 
and to transfer them to the capital market, so as to reduce 
the discrepancy between short-term and long-term money 
rates. 

Credit Rationing — At the beginning of 1934, when bor- 
rowing from It increased greatly, the Reichsbank, instead 
of raising its discount rate, instituted a policy of credit- 
rationing. It fixed the amount of its loans and di.scoiints 
outstanding on April 7, 1924 as the iiiaxiinuin volume of 
credit it would extend 111 future The policy of credit ration- 
ing was resorted to from A])nl 1924 to the end of 1025, in 
the spring of 1929 and again in July 1031 In each case 
it coincided with the loss of confidence in the mark by both 
foreigners and German nationals 

Dhect Action . — A pohev of direct action was instituted m 
]May 1027 to cuitail a s]ieculati'^e 'boom on the stock ex- 
change. At that tune, the discount rate proved ineffective 111 
combating a stock exchange boom, and the Piesident of the 
Reichsbank forced the large Gerinan banks to' reduce their 
loans 011 securities used for stock exchange operations. 

Beilin as an International Financial Centre . — Since the 
end of the Pranco-Priissian Wai and until ivar broke 
out 111 1914, Berlin was recognized as an important 
international market. The influence of Beihn increased 
after the establishment of the Reichsbank in 1S75. An 
important characteristic of German commercial banking has 
been the great help it has given to the indushial develop- 
ment of the country. In the growth of German industrializa- 
tion and consequent accumulation of national wealth, 

13 



194 BUNKING I’RINCIPUES, PRVCTICE AND DAW 

‘Gcrinaii baiikb have played no insignificant role. They were 
also enabled m their turn by the growing national wealth to 
lend abroad, and finance foreign goveriiineiits and industrial 
enterprises Althoug'h Germany lent a considerable sum 
abroad, her banks, however, continued to borrow short- 
term money from foreign centres Thus, during the period 
before the fiist War, Oemany, was at the same time a lender 
of long-term capital and a borrower of short-term funds. 

The War of 1914-18 and the subsequent inflation not only 
•converted Germany from a creditor into a debtor country, 
but also made her absolutely dependent upon foreign capital 
for the re-organization of her industries. She became only 
a boriower in the international markets and her influence 
as an international financial centre deteriorated. From 1924 
to 1931, the Berlin money market was entirely under the 
influence of the movement of foreign short-term funds. 
After 1931, the National Socialist Party gradually became 
supreme, and financial and economic policy was made to 
serve national interests as conceived by the National 
Socialists. 
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THE INDIAN MONEY MARKET ; 

ITS CONSTITUENTS 

The money market iii India is divided broadly into two 
parts : the organized, sometimes referred to as the European 
or centra], consisting of and controlled by banking institu- 
tions working on western lines, and the unorganized, also 
known as the Indian or the bazaar market, composed of 
money-lendeis and indigenous bankers 

' Tin; Orovnizkd Money Market 
The principal constituents of the organized market are tire 
Reserve Bank, the Imperial Bank, the Exchange Banks and 
the Indian Joint-stock banks We shall give here a short 
descriptive account of these institutions 

• d'HE Reserve Bank of India 
An Act constituting the Reserve Bank of India was passed 
in 1934, and the Bank started work in 1935. Like many 
other central banks, the Reserve Bank is the creature of ’a 
statute, and differs in this respect from the Bank of England, 
which IS a product of slow evolutionary growth 

CcHUal Banking Functions . — The Reserve Bank was set 
up with a definite purpose, to discharge the functions 
appropriate to a central bank The preamble to the Reserve 
Bank Act says that ‘it is expedient to constitiitfe a Reserve 
Bank for India to regulate the issue of bank notes and 
the keeping of reserves with a view to secure monetary 
stability m British India and generally to operate the 
currency and credit system of the country to its advantage’. 
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The utter inadequacy of the previoub financial sybtera^ 
under which currency was in the control of the Govern- 
ment of India and credit was controlled by the Imperial 
Bank, was patent, for there was no one institution regu- 
lating currency arid credit policy from the point of 
view of national economic interest. The Reserve Bank 
was established to remove this defect and to better 
minister to the currency and credit requirements of the eco- 
nomic lite of the counti-y. As a central bank, the Reserve 
Bank has a thiee-fold function. It is a note-issuing bank. 
Since the establishment of the Bank, it has been the sole 
authority for issuing notes 'Secondly, it is the bankers’ 
bank, for commercial banks, which are scheduled to it, 
have not only to mam tain with it a statutory deposit, but 
may also obtain accommodation from it, in times of diffi- 
culty and crisis, against eligible paper'' Thirdly, it is the 
banker to the government, both central and provincial 

Oigant'::atioii — ^The Reserve Bank is a shareholders’' 
bank In spite of considerable political piessure exercised in 
favour of making it a state institution — the xqax Reserve 
Bank Bill was abandoned largely owing to this agitation — 
the Bank has been constituted as a shareholders’ bank This 
is a welcome decision inasmuch as it is de.sirable , that a 
central bapk should not be made amenable to the influence 
of political or sectional parties in the legislature. 

The original share capital of the Bank is Rs 5 crores, 
divided into fully paid-up shares of Rs 100/- each With 
a view presumably to secure a more or less even distribution 
of shares all over the country, it was provide^ that separate 
registers of shareholders w'ere to be maintained at Bombay, 
Calcutta, Delhi, Madras and Rangoon. It was further pro- 
vided, presumably for the purpose of preventing concentra- 
tion of shares in a few hands and the consequent domination 
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of the Bank by them, that each shareholder should be 
entitled to one rote for eveiy five shares held, subject to a 
maximum of ten votes. As shares can be tiansferred from 
one register to another, and be held in the name of different 
persons subject to the influence of a particular individual, 
both these purposes have in practice been considerably 
frustrated. 

Management — The management of the Bank is 
entrusted to a Central Board of Directois ‘which may exer- 
cise all powers and do all acts and things which may be 
exercised or done by the Bank and are not by the Acl 
expressly directed or required to be done by the Bank in 
general meeting’. 

The Central Board consists of i6 Directors, namely • 

(i) a Governor and two Deinity-Governors appointed 
by the Governor-General in Council after con- 
sideration of the recommendations made on 
that behalf by the Board , 

{ii) four Directors to be nominated by the Governor- 
General in Council. The reason for tins nomi- 
nated element is explained m the following 
extract from the London Committee’s leport^ : 

‘In vieir . of the fact that in the parti- 
ciilai circumstances of India election may fail 
to secure the representation of some important 
elements in the economic life of the country, 
such as agricultural interests, ire recommend 
that a minority of the Board should be nomi- 
nated . it being understood that this 
power would be exeicised to redress any such 
deficiencies ' 

^ Quoted by Findlay Shirras in an aiticle in the Eoonounc 
Journal, June, 1934 
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[ill] eight Directors to be elected on behalf of share- 
holders of the various registers on the basis of 
two Directors each for the Bombay, Calcutta 
and Delhi registers, and one Director each for 
the Madras and Rangoon registers ; 

(h) one goveniment official to be nominated by the 
Governor-General in Council 
The Governor and Deputy-Governors are whole-time 
salaried Directois of the Bank. They hold office for a term 
not exceeding five years and are eligible for reappointment. 
The g-overnment official Director holds office during the 
pleasure of tlie Governor-General m Council A Deputy- 
Governor and the nominated Government official Director 
may attend any meeting of the Central Board, and take 
part in its deliberations, but are not entitled to vote. In the 
absence of the Governor, a Deputy-Governor may vote, if 
authorized in writing the Governor. Other Directors, 
wlictlier elected or nominated, hold office for five years 
No Directoi and no member of a Bocal Boaid, ivhose 
composition is described below, can be a member of any 
legislature, Central or Promncial, unless A\’ithm two months 
of his appointment, nomination or election, he ceases to be 
such a member. No salaried govcinment official, or salaried 
official of an Indian State, or officer or employee of any 
bank, or Director of any bank other than a co-operatme 
bank is entitled to be a Director or a member of a Bocal 
Board An elected or nominated Director, or any member 
of a Bocal Board, shall cease to hold office if, at any time 
after six months from the date of his nomination or election, 
he is not registered as a holder of unencumbered shares of 
the Bank of a nominal value of not less than Rs S,ooo, or 
if he ceases to hold unencumbered shares of that value, 
and any such Director shall cease to hold office, if without 
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leave from the Governor-General in Council he absents him- 
self from thiee consecutive meetings of the Central Board. 
The Governor shall convene meetings of the Central Board 
at least six time.s in each year and at least once in each 
.quarter 

Local Boaid'i — A Local Board constituted for each of the 
five areas for which share-registers have been opened, shall 
consist of 

(i) five members elected fioni amongst themselves 
by the shareholders, ivho are registered on the 
register for that area and are qualified (o vote 
and 

(«) not nioie than three members nominated by the 
Cential Board froiii amongst .shareholders 
registered on the register for the area with a 
view to secure the representation of teiritorial 
or economic interests not already represented, 
and in jiarticnlar the representation of agri- 
cultural interests and the interests of co-opera- 
tive Iiaiiks 

A Local Board has mainly two functions. In the first 
. place, tile elected members of the Local Board shall elect 
from amongst themselves one or two persons, as the case 
may be, to be Directors of the Bank representing the share- 
holders of the particular area In the second, place, the 
Local Boar^ shall advise the Central Board on .such matters 
as may be generally or specifically leferred to it, and' shall 
perform such duties as the Board may, by regulations, 
delegate to it. 

Some other features of the Rcseivr Bank — ^Apart from 
the .separation of the Issue from the Banking Department, 
among other features of the Bank that deserve mention are 
thei following' : 
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(a) Ag}icultuial\ Cicdit Depaiiinont —It was a statu- 

tory obligation of the Resen’e Bank to create 
a special Agricultural Credit Departiiieiit, the 
functions of tvliicli should be (i) to luamtain 
an expert stall' to studj' all questions of agri- 
cultural credit and to be available for consul- 
tation by the Governor-General in Council, 
Bocal Governments, Provincial Co-operative 
banks and other banking organizations, and 
(li) to co-ordinate tlie operations of the Bank 
in connexion uith agricultural credit and its 
relations uith Provincial co-operative banks 
or organizations engaged in the business of 
agricultural credit. 

We shall deal with these functions of the 
Bank in greater detail in a later cliapter. 

(b) Agicemcni between the Rcscivc Bank and the 

Impcital Bank — ^I'his agreement, which is for 
a period of 15 years, is set out 111 the Third 
>Schedule to the Reserve Bank of India A_ct. 
Under this agreement, the Imperial Bank has 
been constituted as the sole agent of the 
Reserve Bank at all places u’here there is a 
branch of the Imperial Bank in existence at the 
coiiinieiiceineiit of the Bank, and where tliere 
is no branch of the Banking Department of the 
Reserve Bank of India. The Imperial Bank 
gets a commission from the Reserve Bank for 
the performance of this service 

(c) Statutory Deposits of Scheduled Banks. — A bank 

having a paid-up capital and re.serve of not less 
than five laldis of rupees is entitled to be in- 
cluded in the Second Schedule to the Re.serve 
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Bank of India Act. All such scheduled banks 
have to maintain ivith the Reserve Bank a 
balance which shall not at the close of business 
on any day be less than five per cent of their 
demand liabilities and two per cent of their 
tune liabilities A penalty is also imposed for 
non-compliance with this provision, 

Tlie Two Departments . — On the model of the Bank of 
England, the Reserve Bank of India maintains its. Issue 
Department separately from the Banking Dcpaitmeiit The 
sejiaration of the two departments is, howevei, not a coni- 
mon feature with all central banks 
The following (pp. 204-5) is a \seeldy statement pub- 
lished by the Reserve Bank and relates to its affaiis as on 
June 30, 1947 

Is.sitc Depaitmini — Liabilities — On the liabilities side of 
the Issue Department, the first item is the notes held in the 
Banking Department It will be seen that the amount of 
the.se notes agrees ivitli the total notes shown on the assets 
side of the Banking Department These notes form part of 
the total cash balance of the Reserve Bank The next item 
is notes in circulation which is one of the most important 
items in the entire weekly statement. Notes 111 circulation 
comprise all notes issued by the Bank other than those held 
111 the Banking Depaitiiient, and include notes held 
by Government lieasuries and commercial banks, as wmll as 
those in circulation among the public Changes in note cir- 
culation usually reflect the increases 01 decreases in the 
currency requirements of trade and industry During the 
busy season in India, owdng to the increased requirements 
for money for financing crop movements theie is usually a' 
large absorption of currencj’ and this absorption is generally" 
followed by a return of currency during the slack season. 
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iAiWi.’ Depot tniciit — AilSets. — In India, the proiiortional 
method of holding rebel ves agaiiibt notes has lieeii adopted 
instead of the fixed fiduciary system which obtains in the 
U. K-. The Reserve Bank of India Act lays down that the 
assets of the Issue Department shall consist of not less than 
two-fifths in gold com, gold bullion or sterling securities, 
provided that the amount of gold shall not at any tune be 
less than Rs 40 crorcs in value, and the reinaiiiing three- 
fifths may be held m rupee coin. Government of India 
rupee securities of any maturity and such bills of exchange 
and promissory notes payable in India as are eligible for 
purchase liy the Reserve Bank, provided that the rupee 
securities shall not exceed one-fourth of the total amount of 
assets or Rs 50 crorcs, whichever is greater, or, with the 
previous sanction of the Governor-General in Council, such 
amount plus a sum of Rs 10 erpres The suspension of the 
reserve requirements is pei nutted with the previous sanction 
of the Governor-General 111 Council on payment of a tax 
.during such periods of suspension. Tiie imposition of the 
lax IS mteiided to prevent imduo cxpan.sion. An Grdiiiance 
issued m 19^17 did away with the restriction iinposed on the 
holding of rupee securities, namely, that they shall not 
exceed one-fourth of the total amount ot assets or Rs 50 
•crorcs, whichever is greater. It merely stipulated: that not 
less than two-fifths of the assets of the Issue Department 
should be held in external a.ssets. that is, gold coin, bullion 
or sterling securities, and that ilie value of gold held should 
not be less than Rs 40 crorcs. Accordingly up to three-fifths 
of the total assets can now be held in rupee securities, 
rupee coin, and internal bills of exchange. ’ 

On the assets side, the first item is the gold com and gold 
bullion held by the Bank in terms of Section 33 of the Act, 
against the notes issued by it. This item is divided into 
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two heads, namely, gold held inside and gold held outside 
India. Gold held in India consists of bmllion and sovereigns 
held 111 Government mints on behalf of the Bank as well as 
m branches of the Issue Department. At present the entire 
gold stock of the Bank is held in India. 

The sterling securities which form a part of the statutory 
leserves against note-issue consist, in accordance with 
Section 33 (6) of the Act, of Government securities of the 
United Kingdom nialurmg within five years. As a result of 
■conditions arising out of the war sterling has tended to 
accumulate with the Bank. 

Banking Department — Liabilities —On the liabilities side 
of the Banking Dejiartineiit the first two items are the 
paid-up capital and the reserve fund The capital of Rs s 
crores, with the exception of Rs 2,20,000 which is held by 
the Government for disposal to directors to enable them to 
obtain the miniiinim share qualification, was subscribed for 
by the public Tlie reserve fund of Rs 5 crores was pro- 
vided liy the Government in the form of Government 
securities in accordance with Section 46. 

The deposits of the Bank are divided under three heads, 
namely. Government, banks and others. The Government 
deposits which are held by the Bank in terms of Sections 20 
and 21 of the Act are further sub-divided into (i) Central 
Goveriiiiieiit deposits, (2) Government of Burma deposits 
and (3) other Governineiit accounts. The other Government 
accounts include the depo.sits of the various Provincial 
■Governments Since the fall pf Burma, the second sub- 
head has been dropped 

The bankers’ deposits mainly comprise the deposits, 
lodged by the scheduled banks under Section 42 of the Ac'. 
The fluctuations in lhe^,e deposits are an important index 
to the conditions prevailing in the money market. During 
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the buhv season from November to ]\Iay the excess deposits 
of the scheduled banks \Mth the Reseive Bank usually show 
a decline but they generally iticiease dtiniia the slack 
season troiu June to October 

The reinainiins two items on the lialnlities side of the 
Banking Department are ‘Bills Payable’ and ‘Other 
Diabilities’ 'I'lie former coinpnse mainlj' the various 
forms of bills drawn bv the offices of the Bank upon each 
othei while the latter include the various amounts held in 
suspense, principally transactions in transit betiveen the 
offices of the Bank and profits for distnliution to share- 
holders and to Government. 

Banking Dcpaitmcni — ^^ilsscts — On the assets side the 
first three items are notes, rupee coin and subsidiary coin 
which together form the cash balance ot the Reserve Bank. 
The notes held in tlie Banking Department have also been 
shown on the liabilities .Mde of, the Issue Department 

Bills discounted have been sub-divided under three heads, 
namely, internal, external and Government of India Trea- 
smy Bills. Owing to the tact that the years following the 
establishment of the Reserve Bank of India witnessed an 
'era of cheap money conditions, there has not been much 
demand on the Reserve Bank for the rediscount^ of com- 
mercial bills, and such bills as liave been rediscounted liavc 
been for comparativel.v small amounts and plainly for 
seasonal requirements for croji finance. Moreover, owing 
to the special facilities given bv' the Reserve 'Bank for 
rediscounting Treasury Bills, the larger scheduled banks 
have preferred this form of borrowing. At present the 'I'rea- 
sury Bills of the Central and Piovincial g'overnments are 
rediscounted by the Reseive Bank at rates which are 
slightly higher than those prevailing at the nearest weekly 
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tender, and which can be ascertained from time to time 
from offices of tlie Reserve Bank. 

The balance held abroad includes cash and short-term 
securities held on account of the Reserve Bank by the Bank 
of England. The short-term securities consist entirely of 
United Kingdom Treasury Bills. Other United Kingdom 
securities are held under ‘Investments’. 

Ways and means advances to the Central and Provincial 
governments are grouped under the heading ‘Eoans and 
Advances to Government’. Such advances are made 
under Section 17 (5) of the Reserve Bank Act and are re- 
payable in each case within three months from the date 
of advance. 

The investments in the Banking Department consist of 
rupee securities of the Government of India and United 
Kingdom securities and include those delivered to the Bank 
hy the Central Government m respect of its reserve fund. 
Under Section 17(8) the amount of rupee securities held in 
the Banking Department shall be so regulated that their 
total value shall not exceed the aggregate amount of the 
share capital of the Bank, the reserve fund and three-fifths 
of the liabilities of the Banking Department in respect of 
deposits. It is further piovided that the value of the 
securities maturing after one year shall not exceed the ag- 
gregate amount of the share capital of the Bank, the reserve 
fund and two-fifths of the liabilities of the Banking; Depart- 
ment in respect of deposits and that the value of securities 
maturing after ten years shall not exceed the aggregate 
amount of the share capital of the Bank, the reserve fund 
and one-fifth of the liabilities of the Banking Depaitraent 
in respect of deposits. 

The item ‘Other Assets’ comprises furnitm'e, fittings and 
stationery, as well as certain items in course of collection. 

14 



CHAPTER XVIII 
THE INDIAN MONEY MARKET 
ITS CONSTITUENTS 
( Continued ) 

II — ^Tiie Imperiai, Bank of India 
The Imperial Bank of India occupies a unique place in 
the Indian money market. Up to 1934, it functioned as 
a central bank of a sort. B'urther, its vast size and resources 
place it far ahead of any other bank in the money market. 
Before the establivshnient of the Reserve Bank, when the 
Imperial Bank used to hold Government balances, its total 
deposits exceeded those of the Indian deposits of all the 
Exchange Banks, and often even the total deposits of all' 
Indian joint-stock banks. Even after the creation of the 
Reserve Bank, when Government balances and certain 
other accounts had been transferred to it, the total deposits 
of the Impel ial Bank until before the War were above the 
Indian deposits of all Exchange Banks, and not very much: 
below the deposits of all Indian joint-stock banks. During 
the War, however, the deposits of joint-vStock banks have 
increased much more than those of the Imperial Bank. 
This will be evident from the following figures : 


Deposits of Banks in ’000 Rs 



Reserve 

Bank 

Imperial 

Bank 

Exchange 

Bank 

(Indian 

deposit) 

Joint-stock 

Banks 

1934 


81,00,13 

71,39,37 

81,88,38 

1936 

23,2^44 

78,79,50 

75,22,55 

1,03,60,67 

1941 

56,14,00 

108.92,00 

106,73,00 

1,49,09 00 

1943 


259,37,00 

■■ 
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The Imperial Bank was not a real Central Bank . — 
Before the establishment of the Reserve Bank, the 
Imperial Bank, although it functioned in many respects 
as a central bank, was not a true Central Bank. It did not 
perform many of the essential central banking functions, 
and those that it did it more often than not perfoimed only 
partially. It was not the note-issuing authority. The 
duality in control of currency and credit hampered its 
function as a regulator of currency and credit. If was not 
entitled to operate in foreign exchange business. Its main 
purpose w’as to work for profit, within, of course, the limi- 
tations imposed upon it by statute. The fluctuations in it.s 
rates during the year, and the level of the rates itself, bear 
testimony to this. It was, however, the holder of Govern- 
ment balances, but not entirely It was the agent for 
Government’s financial operations but in part only. It held 
the icserves of other banks, and acted as a bankers’ bank, 
but only partially, for there was a considerable hostility 
towards it on the part of. other joint-stock banks. It, hoiv- 
ever, rendered considerable assistance in the matter of 
providing emergency credit by means of rediscounting. 

IVihy the Impeiial Bank was noli set up as the Reseine 
Bank — §ince the Imperial, Bank was discharging, wnth some 
measures of success, some of the functions of a central 
bank, the question naturally arises as to why it was. not 
itself constituted as the Reserve Bank. The answer to this 
is two-fold. To convert it into the Reserve Bank would, in 
the first place, have involved the shearing of its commercial 
banking functions. And to do this, in the seqpnd place, 
would be greatly detrimental to the cause of banking deve- 
lopment in the country as w'ell as of assuring cheap credit 
facilities to traders and other borrowers. Thus, the Hilton- 
Young Commission observed that 'the conversion of the 
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Imperial Bank into a true central bank would involve a 
ladical amendment of its charter, and would preclude it 
from undertaking a great many tasks which it now suc- 
cessfully performs as a commercial bank. The country 
would then lose the benefit of the elaborate and widespread 
orgaiiizalion which has been set up thiough the length and 
breadth of India to make available to the community the 
increased commercial banking facilities, which are so 
urgently needed, and to assist in fostering, among the people 
as a whole, the habit of banking and investment. This 
consideration alone negatives the idea of disturbing the 
present functions of the Imperial Bank’. 

The Imperial Bank up to 1934. — The Imperial Bank was 
formed in January 1921 by the amalgamation of the three 
Presidency Banks of Bengal, Bombay and Madras. Under 
the amalgamation scheme, which was given effect to by the 
Imperial Bank of India Act, 1920, the paid-up capital of the 
bank increased from Rs crores to about Rs 6 crores. 

Managerndn-t . — ^The Boards of the Presidency Banks be- 
came the Bocal Boards of the Imperial Bank. The Central 
Board was constituted by the Presidents, Vice-Presidents 
and Secretaries of the Local Boards, the Controller of Cur- 
rency, a maximum of two Managing Governors appointed 
by the Governor-General and a maximum of four non- 
official nominees of the Governor-General. Thus Govern- 
ment control over the business of the bank was complete. 
Further, the Governor-General was empowered to issue ins- 
tructions to the bank with the specific object of safe-guard- 
ing Government balances or the financial policy of the 
Government. 

Functions. — ^I'his large and effective control by the 
Government of the bank ' was essentially an outcome 
of its function as the Government’s bankers. It held 
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the balances ol the Government free of interest at 
places where it had offices, did the Treasury work of 
the Government free of cost, managed the public debt 
of the Government, piovided the machinery for the 
floatation of loans, while its Tondon office managed 
the rupee debt in lyondon, receiving a fixed remuneration 
for the work. Among its other banking functions may be 
mentioned its role as a bankers’ bank, the management of 
the Clearing House, and an obligation to extend banking 
facilities in the country, as evidenced in the statutory res- 
ponsibility to open not less than loo branches within the 
first five years of its inauguration Tins responsibility was 
duly discharged, for 102 new branches were opened by 
31st March 1926. 

Certain restrictions were specifically imposed on the busi- 
ness the bank could transact. It was, for example, pro- 
hibited from making loans for a period longer than six 
months, or upon the original security of immovable pro- 
perty, from discounting or making loans against any bill 
unless it carried the several responsibilities of at least two 
persons or firms unconnected with each other in general 
partnership, from granting unsecured overdrafts in excess 
of Re I lakh, and from transacting any foreign exchange 
business. 

The Imperial Bank was not to have the control of the 
note-issue. That continued to be the responsibility of the 
Government. 

The Impenal Bank at Work . — ^Although the Imperial 
Bank had not* the authority to issue notes, it held 
Government balances, did Treasury work and functioned 
to a certain extent as a bankers’ bank. With a view 
to assist the money market in the busy season it could 
obtain loans from the Paper Currency Department of the 
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Government up to a maximuni of 12 crores at the Bank 
rate, subject to a minnnum limit of six per cent for the first 
Rs 4 crores and seven per cent for the remairiing Rs 8 crores 
on the security of internal bills of exchange or hundis of an 
equivalent amount. Commercial banks, inclusive of 
Exchange Banks, u.sed to maintain, and still maintain, 
balances with it and approach it for accommodation against 
eligible securities, mostly Government paper, in times of 
stress. 'Tlie rate winch the Imperial Bank used to charge 
was for all practical purposes the then Bank rate in the 
country, although it should be noted that this rate was 
charged on advances against Government securities, and not 
commercial bills. It financed and still finances internal 
trade to a considerable extent by discounting hundis of ap- 
proved indigenous bankers It further financed internal 
trade by providing cheap remittance facilities through the 
Treasury in places Where it had no branches. It also ren- 
dered appreciable help to banks in distress, for example, the 
Tata Industrial Bank, the Bengal National Bank and some 
other banks in recent years. It managed the Clearing 
House. It provided and still provides remittance facilities 
between its numerous branches to other banks and to the 
public at cheap rates varying usually between and 1/32 
per cent. A notable achievement to its credit is the consi- 
derable Ibvelling down of interest rates and the stabilization 
of the money markets, P'Urther, as already stated, it has 
rendered signal service in extending banking facilities 
throughout the country. 

The Amendment Act of 1934. — On the constitution of the 
Reserve Bank, the Government have practically with- 
drawn from their association with, and control over, 
the Imperial Bank. The Bank, however, still operates 
under a special Act, the Imperial ‘ Bank Amendment 
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Act of, 1934. This special treatment is a recognition 
of its unique place in the Indian money market, 
as well as of its special position as the agent of the Reserve 
Bank in places where the latter has no branches. Although 
the bank has ceased to be the banker to the Government, 
yet' the Amending Act provides for the nomination by the 
Governor-General in Council af not more than two persons, 
as Avell as of a Government officer, on the Central Board. 
This officer is entitled to attend and participate in the 
meetings of the Board, but not to vote. 

With the ivithdrawal of the special privileges previously 
enioyed by the bank, such as the holding of Governineiit 
balances and the inanageinent of public debt, the special 
restrictions imposed on the bank’s business have also been 
largely removed. Under Ihe amending Act, the bank is now 
authorized to open branches or agencies in India or else- 
where, to transact foreign exchange business, and to 
undertake banking business of any kind, including borrow- 
ing abroad. It can now buy and sell' foreign bills of ex- 
change of a currency of nine, instead of six months, if they 
relate to tlie financing of seasonal agricultural operations. 
It can make ' advances against goods hypothecated to it, 
instead of being restricted to advances only against good,s 
in its possession or documents of title which are deposited 
with it. It can further accept as security for loans and cash 
credits Reserve Bank shares, municipal debentures, and 
securities of Native States, wdien permitted by the Governor- 
General in Council, as also debentures or ffully-paid shares 
of limited liability companies, approved by the Central 
Board. 

'^Tiie Weekdy Statement 

Unlike any other commercial hank, the Imperial Bank, 
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although not obliged by law, publishes a weekly statement 
of its affairs, which is of great value to an understanding of 
money market conditions 

III. — Exchange Banks 

Exchange Banks are essentially commercial banks, like 
Indian joint-stock banks, but have their head offices out- 
side India. They are foreign banks They probably derive 
their name from the fact that they are primarily engaged 
in the financing of India’s foreign trade, and as such, have 
to deal largely in foreign exchange business. They have 
behind them a long record of service in India. They rank 
among the earliest joint-stock banks operating in this 
countiy, and have contributed not a little to the growth of 
joint-stock banking as well as of the banking habit in this 
country. 

The principal business of these banks is the financing of 
India’s foreign trade. They receive deposits of all kinds, 
current, savings and fixed ; they purchase bills in foreign 
currencies ; they make loans against shipping and other 
documents and finance imports of bullion In respect of 
import of bullion, it may be recalled that the gold bars of 
two banks, the Chartered and the National, particularly of 
the latter, used to be most popular. This business has, 
however, considerably declined in recent years. The Ex- 
change Banks also finance some portion otf the inland trade, 
mainly on account of goods in transit prior to export or im- 
mediately subsequent to import. 

Business oe Exchange Bank 

Although it is usually claimed on behalf of the Exchange 
Banks that they are concerned princi]Dally with the finan- 
cing of foreign trade and are not interested in inland 
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business, it would appear, however, that they are gradually 
extending their activities in this latter business. The out- 
break of the war had further accelerated this tendency. 

Indian Banks and Exch-ange Business 
It IS extremely unfortunate that Indian banks have so- 
far practically avoided foreign exchange business. Their 
deficiency in this respect has not only meant loss of a large 
inconie to India, but also considerable difficulties to those 
eng_aged in foreign-trade business, and also in the way of 
Indians taking an increasing share in this business. In view 
of the great liquidity, safety and profitability of genuine 
foreign exchange business, the fact that Indian banks have 
fought shy of this business is to be deplored. The main 
reasons, as enumerated by the Central Banking Enquiry 
Committee, why Indian banks are practically non-existent 
in t}ie foreign exchange business, are competition of well- 
established non-Indian Exchange Banks with large capital 
and reserves, the absence of branches of Indian banks in 
Eondon and other foreign centres which precludes them' 
from undertaking arbitrage and direct exchange business, 
the small profits now realized from the business, and the full 
employment of the resources of Indian banks in internal 
business of a more profitable character. The opinion of the 
Committee that foreign exchange business is now not so- 
profitable is, however, not shared by some of the Indian 
banks which participate, although to a very limited extent, 
in this business. In spite of the reasons adduced by the 
Committee for non-participation by Indian banks in foreign 
exchange business, and there is much truth in them, the 
greatest handicap appears to be the unwillingness of Indian 
banks to enter this field owing mainly to their ignorance of 
the details of this business. A little more courage and ima- 
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ginatioii, combined with the services of an expert person- 
nel, would certainly enable them to undertake foreign 
exchange business to their own profit and to the great 
benefit of Indian businessmen 

Classification of Exchange Banks 

Exchange Banks in India are usually classified into two 
groups ■ (a), those which do a considerable part of their 
business in India, that is, those which have 25 per cent or 
moie of their deposits in India and (ii)" those which are 
ineiely agencies of large banking corporations doing a major 
portion of their business abroad, that is, having less than 
25 per cent of their deposits in India, It is doubtful if 
this differentiation is quite satisfactory, for there are banks 
in the ‘B’ group which ^re very large world-wMe institu- 
tions, for example, the 'Eloyds Bank or the Hongkong 
Shanghai Banking Corporation or th </ National City Bank 
■of New York, the Indian deposits of which may be less than 
25 per cent of their total deposits and yet may amount to 
a substantial absolute figure and exceed the Indian deposits 
•of banks in Category ‘A’. In 1937 there were six banks in 
■Group ‘A’ and twelve in Group ‘B’. In 1941, there were 

5 banks in Group ‘A’ and 12 in Group ‘B’ ; and in 1945 

6 and 9 respectively. 

Investments of Exchange Banks 

Although figures of Indian deposits of Exchange Banks 
are furnished in the statistical tables relating to banks in 
India, no particulars are available in respect of their invest- 
ments in India. This position is extremely unsatisfactory, 
inasmuch as no reliable estimate of their operations in 
the Indian money market can be made. Now that under 
the new Insurance Act foreign insurance companies have 



CHAPTER XIX 

THE INDIAN MONEY MARKET 

ITS constitptents 

( Continued, ) 

IV. — Indian Joint-Stock Banks 

Of the constituents of the oi'ganized money market, the 
]oint-stock banks are the most important. All banks 
registered under the Indian Companies Act come under this 
category. The progress of Indian joint-stock banking has 
been remarkable in this century, and particularly since the 
last Great War. Joint-stock banks operate today over two- 
thirds of the centres with banking facilities in the country. 
Even as late as 1918, there were only 47 banks with a paid- 
up capital and reserve of Re i lakh and over, with 197 
branches, and their aggregate paid-up capital and reserves 
amounted to Rs 6,65 lakhs, the deposits to Rs 42,15 lakhs, 
and cash balances to Rs 9,85 lakhs. In 1937 the number 
of these banks increased to 151 with 829 branches and 
offices, and their aggregate paid-up capital and reserves, 
deposits, and cash balances amounted to Rs 14,95, 
Rs 1,08,55 and Rs 18,15 lakhs respectively. I17 1940, the 
corresponding figures for 180 banks with 1,177 offices were 
Rs 17,19, Rs 1,25,02 and Rs 28,51 lakhs respectively. In 
1945, the corresponding figures for 306 banks with 4,047 
offices were Rs 48,70, Rs 6,33,21 and Rs 1,36,51 lakhs res- 
pectively. Their importance vis-d-vis the Imperial Bank and 
the Exchange Banks is revealed in the table on page 221 : 



In thousands 
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Rapid Growth of Joint-Stock Banks 

Thiee observations nny be made on these figures. The 
first is the rapid expansion of the deposits of the joint- 
stock banks between 1918 and 1937, that is, within barely 
two decades. While the deposits of the Imperial Bank and 
the Exchange Banks increased by about 33 and 20 per cent, 
those of the joint-stock banks recorded an increase of aliout 
160 per cent Again 'between 1937 and 194s, the rate of 
increase in the deposits of the Imperial Bank, the Exchange 
Banks and the joint-stock banks respectively has been about 
160, 100, and 400 per cent. A comparative estimate of the 
growth of the joint-stock banks as beween 1918, 1937 and 
1945 IS given below : 
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Various factors are responsible for this rapid development 
of joint-stock banks, of which some are general and others 
of special importance to Bengal The general [actors arc 
rapid industrial development, "Increased income and the 
growth of the habit of thrift. ‘'The depression of 1930-31 
again witnessed a great fall in prices but no commensurate 
reduction m salaried incomes, with the result that an 
impetus was given to the growth of deposits. The factor 
of special importance to Bengal is the reaction of the great 
depression on the loan offices and investment m land. The 
fall in land values revealed the weakness of this popular 
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form of investment in Bengal, and was also responsible for 
the sorry plight of the loan offices. From the insecurity of 
such investments the public began to turn increasingly to 
banks for the safe-keeping of their surplus income. This 
process gave a great impetus to the giowth of joint-stock 
banks in Bengal. The very large increase .in deposits, 
during the War has been in no small measure due to pre- 
valence of inflationary conditions. 

It IS, however, pertinent to point out that the increase in 
deposits of the joint-stock banks is largely Recounted for by 
an increase in the number of banks and their branches, and 
does not imply any strengthening ‘of the average position 
of individual banks. 

Thus in 1918 the average capital and reserve, and deposits 
per office were about Rs 2.7 lakhs and Rs 17 lakhs res- 
pectively ; and the corresponding figures for 1937 were 
about Rs 1,5 lakhs and Rs ii lakhs respectively and for 1945 
Rs i.i lakhs and Rs 15 lakhs respectively. When, further, it 
i&_ recalled that there are only a few joint-stock banks with 
very large capital and reserves as well as deposits, it will 
become evident that a good number of these banks must be 
small and w^eak institutions. 

The second observation refers to the position of the cash 
balances of the joint-stock banks. This position compared 
with that of the Imperial Bank and of the Ijxchange Banks 
is revealed in these figures : 


Percentage of Ca'sh to Peposit Liabilities 
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This compaialively satisfactory proportion of the cash 
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balances of the joint-stock banks should not by itself be 
inteipreted as an indication of either their soundness or 
their liquidity. Such an .interpretation would be possible 
only after an examination of the stuicture of assets of these 
banks This study will be luiderlaken later. 

In the third place, the figures quoted so far in relation to 
ioint-stock banks, their number, blanches, deposits, etc,, 
are not complete. They refer only to such of these banks 
as have a paid-up capital and reserve of at least Rs i lakh. 
There are, however, numerous still smaller banks. Relevant 
fio-ure/ in respect of all these banks are unfortunately not 
available In a meinoiandum which the Reseive Bank sub- 
mitted in connexion with its ‘Proposals for an Indian Bank' 
Act’ it computed the total number of non-scheduled banks 
at I '421 No details legarding capital and reserves of loi 
banks were available. The capital and reserves of the 
xemaining 1,320 banks as on December 3 b ^937 were 
Rs 4 45 lakhs. The capital and reserves of the Indian 
scheduled joint-stock banks, which numbered only thirty, 
amounted on the same date to Rs 11,59 lakhs. These 
figures bear, generally sp-eaking. an eloquent testimony to 
the comparative strength of scheduled and non-scheduled 
banks In 1945, the number of reporting non-scheduled 
banks was 632, and their paid-up capital and reserves 
amounted to Rs 8,94 lakhs. The coi responding figures 
for scheduled banks were 75 and Rs 26,75 lakhs respec- 
tively. It is, further, noteworthy that the capital and 
reserves of the two biggest joint-stock hanks only, the bank 
of India and the Central Bank of India, amounted in 1937 
to Rs 5,09 lakhs and in 194S to Rs 8,64 lakhs. 

SCHBDJJLED AND NON-ScHEDDPKD BANKS 
The Reserve Bank divides all banks into two broad cate- 
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gol'ies scliedulcd and noii-sclieduled baftiks We liave 
already described iii the last cha]iter how banks are sche- 
duled to the Reserve Bank. It may be observed that while 
all non-scliedvded banks are Indian banks; registered tinder 
the Indian Companies Act, the scheduled banks include the 
Imperial Bank and the Exchange banks, which are not so 
registered. In the following comparative table, the' figure's 
f6r scheduled banks refer to those of the Indian scheduled 
joint-stock banks only, that is, they exclude the ‘ figures for 
the Imperial Bank and Exchange Ranks ; 
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The average deposit per liank belonging to iion-schcduled 
and Indian scheduled categories is Rs 16.5 lakhs and about 
Rs 721.4 lakhs lespectively. 

C0NCENTn.AT10N OF RESOURCES 
A noteworthy featuie of the Indian scheduled hanks is the 
very large concentration of resources in the hands of a few 
banks This phenomenon, it should be underlined, is one 
of concentration of resotu'ces only, and not, as in Great 
Britain, of concentration in banking and consequentlj’ of 
resources also. As distinct from the development in Great 
Britain, there has been no large-scale process of amalgama- 
tion of banks in India. On the contravy, there has been a 
IS 
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balances of the joint-stock banks should not by itself be 
interpreted as an indication of either their soundness or 
their liquidity. Such an interpretation would be possible 
only after an examination of the structure of assets of these 
banks. This study will be undertaken later. 

- In the third place, the figures quoted so far in relation to 
joint-stock banks, their number, branches, deposits, etc., 
are not complete. They refer only to such of these banks 
as have a paid-up capital and reserve of at least Rs i lakh. 
There are, howe-^er, numerous still smaller banks. Relevant 
figures ill respect of all these banks are unfortunately not 
available. In a memorandum which the Reserve Bank sub- 
mitted in connexion with its 'Proposals for an Indian Bank ' 
Act’, it computed the total number of non-scheduled banks 
at i,42T. No details regarding capital and reserves of loi 
banks were available. The capital and reserves of the 
remaining 1,320 banks as on December 31, 1937 were 
Rs 4,45 lakhs. The capital and reserves of the Indian 
scheduled joint-stock banks, which numbered only thirty, 
amounted on the same date to Rs 11,59 lakhs. These 
figures bear, generally speaking, an eloquent testimony to 
the comparative strength of scheduled and non-scheduled 
banks. In 1945, the number of reporting non-scheduled 
banks was 632, and their paid-up capital and reserves 
amounted to I^s 8,94 lakhs. The corresponding figures 
for scheduled banks were 75 and Rs 26,75 lakhs respec- 
tively. It is, further, noteworthy that the capital and 
reserves of the two biggest joint-stock banks only, the bank 
of India and the Central Bank of India, amounted in 1937 
to Rs 5,09 lakhs and in 1945 to Rs 8,64 lakhs. 

SCHEDpLED AND NON-SCHSDDLED BANKS 
The Reserve Bank divides all banks into two broad cate- 
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guides I scheduled and uoii-schcduled batnks We liavc 
already described ni the last chapter how banks are sche- 
duled' to the Reserve Bank It may he observed that while 
all nou-scheduled banks are Indian banks; registered under 
the Indian Companies Act, the scheduled banks include the 
Imperial Bank and the Exchange banks, which are not so 
legistered. In the following comparative table, the' figures 
f6r scheduled banks refer to those of the Indian scheduled 
joint-stock banks only, that is, they exclude the ‘figures for 
the Imperial Bank and Exchange Banks • 
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.at bank 

Percentage 
of cash to 
total 
deposit 
liabilities 

Non-schoduled banks, 

1945 

1 

i 632 

1,03,70 

34,1,S 

33 

Indian scheduled 
banks, 1945 

75 

5,41,15 

1,05,59 

20 


The average deposit per bank belonging to iion-scheduled 
and Indian scheduled categories is Rs 16.5 lakhs and about 
Rs 721.4 lakhs respectively. 


' Concentr.ation of Resources 

A noteworthy feature of the Indian scheduled banks is the 
very large concentration of resources in the hands of a few 
banks This phenomenon, it should be imderlined, is one 
of concentration of resources only, and not, as in Great 
Britain, of concentration in banking and consequently of 
resources also. As distinct from the development in Great 
Britain, there has been no large-scale process of amalgama- 
tion of banks in India. On the coutraiy, there has been a 

15 
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steady growth iu the number of banks as well as in their 
branches. Apropos of branch expansion, it is interesting to 
observe that, while in Great Britain amalgamation has led 
to the closing down of many inefficient and unprofitable 
branches, in India, on the contrary, there has been a spate 
of branch expansion by individual banks with the result ■ 
that many centres, particularly in the nioifussil, have| more 
banking establishments than can possibly be economically 
and profitably maintained 

‘The Big Five’ 

Following tlie British precedeint, five Indian joint-stock 
banks are popularly designated gs the ‘big Indian five’. 
They are thd Bank of I^dia, the Central Bank of India, the 
Allahabad , Bank, the Bank of Baroda and the Punjab 
National Bank. Of these, the Allahabad Bank is Indian in 
the sense that it is^registered under the Indian Companies 
Act, but it is Indian neither in reject of management nor 
of control, for it is affiliated to the'Chartered Bank of India, 
Australia and China. By fai the largest bulk of the resources 
in the money market is, however, controlled bj’^ the Central 
Bank of India and the Bank of India, which may be refer- . 
red to as ‘The biggest turn’. The figures on page 227 for 
1941 and 1945 will be found interesting. 

Thus, the big five banks control about 33, 55, 66 and 61 
per cent respectively of the paid-up capital, reserves, total 
deposits and cash balances of all Indian joint-stock banks 
with a paid-up capital and reserve of over Rs i lakh. The 
corresponding :^gures for 1945 are 18,50,42 and 28 respec- 
tively. Not one of these five banks is from Bengal The 
comparative backwardness of the Bengali banks will be 
evident from the combined figures given above of the four 
largest Bengali banks, namely, the Comilla Banking Corpo- 
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1 In lakhs o-f rupees ' . 



Paid-up 

Capital 

1941 1945 1 

Reserve 

[1911 1945 

Total 
Deposits 
j 1941 1045 

Cash 
Balances 
1941 1945 

Indian scheduled 
banks, excluding 
Impeiial Bank ... 

S,41 

26,75 

'l 

5,19 

11.99 

129,04 

541.15 

24,21 

105,59 

Indian joint-stock 

banks having a. 
paid-up capital 
and lesei've of 
over Rs 1 lakh .. 

11,96 

34,67 

6,77 

14,03 

149,09 

633,22 

28,36 

136,51 

The big five . . 

3,9,5 

6,16 

3,73 

7 09 

99,67 

268,39 

17,51 

37,81 

The biggest two 

2,68 

4,00 

2,45 

4,64 

67,18 

164,25 

12,09 

23,97 

The four big Bengali 
hanks 

45 

1 2.20 

19 

82 

6,99 

39,76 

1,67 

8,99 


ration, the Comilla Union Bank, the Bengal Central Bank 
and the Nath Bank. 


Structure of Uiabii.ities \nd Assets 
' Liabilihcs — The mam items under liabilities are cajiital, 
reserves and deposits ' 

Capital and reserves fulfil a dual purpose. In the first 
place, they serve as guarantee funds to the ci editors of a 
bank. Secondly, they constitute funds which can be 
invested m assets which yield a comparatively higher return, 
for these funds can be invested for a comparatively longer 
period. 'The latio of capital and reserves to deposits varies 
from country to country, and from bank to bank. A 
larger bank and one that cnioys public confidence may have 
this ratio lower than other banks. This ratio is usuall3!' 6 
per cent among British joint-stock banks and between 15 
and 30 per cent among Indian joint-stock banks with a 
paid-up capital and reserve of at least Rs i lakh. 

Deposits — far the largest bulk of a bank’s resources 
is borrowed from the public. The important feature of 
these deposits is their division into demand and time' 
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depotitts. The Reserve Bank publishes figures of the demand 
and th^i'tnne liabilities of scheduled banks since 1935. The 
figures I foi! a few yeais are noted below • 

, In lakh= of uipees 



Number of 

Demand 

1 Time 

‘ 

Total ’ 


bank*. 

liabilities, 

j liabiluies 

193“) 

49 

1.21,93 

' 98,67 

2,20,60 

193H 

50 

1,30,15 

1 1,PS,M 

2,38,59' 

1941 

62 

2,24,73 

1,12.79 

3,37,52 

1945 

91 

6,72,57 

! 2,80,26 

1 

9,52,83 


. It null be seen that the demand liabilities of all scheduled 
banks are higher than their time liabilities This is ini 
striking contrast to the porition of non-scheduled lianks os 
the following" tabic will show. The tune liabilities of non- 
scheduled banks are noiv nearly double their demand 
liabilities, and this fact is indicative of then less liquid 
position. lakhs of rupees 


1 

! Niimbt'i of j 
banks > 

Demand 

liabihtie.'. 

Time 

babihtif", 

'I’ntat 

1038 

' 626 , 

3,83 

1 1,50 

15,42 

1040 

001 1 

5,26 

11,48 

16,74 

1041, 

601 1 

7,06 

12,4,8 

19,.54 

194.5' ' . 

632 1 

33,02 ' 

30,71 

73,63 


_ri'S5cts.— Ah examination of the assets of a hanking con- 
cern provides some indication of its solvencj* and liquidity. 
ISTo precise or final judgement 011 the financial position of a 
bank is, However, possible merely on a study of the balance- 
sheet figures, for by far the largest item on the assets side is 
loans and advances ' Without a careful scrutiny of the 
different coiifetitneiils of this item, it is not iiossible to ven- 
tfnh'ahy opinion ah to’ whether or not the bank is maintain-, 
ihfe ' a satisfacloi:|r 'liquid position and conducling ith 
biisiness’ on safe lines' aiid in accord with commercial bank-' 
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ang ' principles. The composition of the assets portfolio iTill 
also be partly influenced by the composition of the liabilities 
side. If time liabilities sliould preponderate over demand 
liabilities, a bank need not maintain as liquid a position as 
it should in the opposite case. Further, ivhat element, s will 
constitute the assets side, and in what proportion, depend 
largel}' on the varieties and proportion of investments avail- 
able to coniinercial banks from time to time within the 
territory in which they operate. International comparisons 
of the structure of assets of cominercial banks may be largely 
vitiated, if cine note is not taken of tins fact It may be 
mentioned here that the general practice among British 
joint-, stock banks before the war wa.s to iiiamtain aliout lo 
per cent of. tlieir depo,sits in cash, 5 to 6 per cent in call 
money, 15 per cent in bills including Treasury Bills, 30 per 
•cent in ini^e.sttnent.s and about 40 per cent in advances. As 
against this, .scbeduled banks iii India maintained about 13 
per cent of their deposits in cash, 6 jier cent in bills, 50 per 
cent in inve.stmenls, and 40 per cent in loans and advances. 

Distribution op Assets 

Caili — The proportion of cash and balances with banks 
■during 'llie jiast four years is shown in the table (i) on 
page 230. 

Tlie decline 111 the cash ratio at the end of 1941 in the 
case of joint-stock banks was attributed partly to a rise 111 
their investments m Government and other gilt-edged 
■securities and partly to a rise in their advances. 

Loans.— The table (2) on page 230 shows the iiroportion 
■of loans and advances including bills discounted and pur- 
chased to dejiosits of the various classes of Indian , joint- 
-stock banks during tlie past four 3’'ears^ 
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(1) , In lakhs of lupeeF 



iy38 

(pie-'\ar) 

i 

a ( 
/<» 

1941 

0/ 

/<> 

1943 

O' 

1945 

^0 

Impeua) Hank 

, 







16 0 

of India 

,S,09 

n 0 

15,27 

14-0 

53,36 

24-9 

41,60 

Othei Indian 
scheduled banks 
Noii-scliediiled 

n.i4 

14'0 

21,21 

18 8 

74,25 

22‘9 

103,59 

19 5 

banks intli 
capital and 
leseives ovet 

Rs t lakh 

i.a.i 

12-4 

4,ir. 

207 

13,05 

32-4 

30,93 

.33 6 

Total . 

34, 3S 

12 9 

4.!, 64 

16'9 

140,60 


178,12 

20 0 

(3) 





In 

dkhs of iiipees 


1938 

(pre-wai) 


1941 


1943 

An 

1'945 

% 

Imperial Rank of 








28 1 

India 

38,30 

■iTO 

38,88 

35 7 

40,60 

18 7 

72,97 

Other Indian 









scheduled 

banks 

48,85 

53-2 

02,70 

486 

108,93 

33 6 

220,91 

40'8 

Non-sclieduled 









banks with 
capital and 
leseives over 

Rs 1 lakh 

11,10 

74 3 

11,58 

72 7 

22,45 

55 8 

43,75 

47'5 

ToiaI- ... 

98,23 

52-2 

110,22 

43'0 

171,98 

29 7 

337,63 



Compared to 193S, the ratio of loans and advances to 
deposits has considerably declined since after the outbreak 
erf the War. 

Investinionts . — ^Tlie following table shows the proportion 
of investments in Government and other gilt-edged seenri- 
ties and shares of joint-stock companies to deposits'll el <3 by 
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clie various classes of Indian ioint-stoclc banks during the 
past four years. 

In lakhs of rupees 


! 

1938 

(pre-wai) 1 

% 1941 % 

1943 

0/ 1 

/u ! 

1945 

o' 

/Cl 

Imperial Bank of 


1 


1 



India 

43,72 

53-6 64.39:59-1 

130,20: 

60 7 

154,18 

59-4 

Other scheduled 


1 


1 



banks . . 

39,63 

43‘1 58,52 1 45-4 

167,02 

'srs 

'278,52 

SI'S 

Non-scheduled 


t 

1 



banks with capi- 
tal and reserves | 


! 





over Rs 1 lakh | 

3.41 { 

22’8 5,8o|28’9 

10,04 

25*0 

27,66 

30'0 

Tot A I. 

86,76 1 

46-1 I28,7l!49 9 

1 

307,26 

53-0 

i460,36 

51-9 


The ratio a[ investments m Government and other securi- 
ties which had been rising in previous yeais recorded a 
decline, inspite of an absolute increase in total investments, 
from 53.0 per cent in 1913 and 53 6 per cent in 1944 ^ 51.6 
per cent in 1945 owing to a relatively higher rise in deposits 

The Unorganized or the Bazaar Monea' Market 

We have in the last chaptci, and so far in this 
chapter, described the institutions of the organized money 
market. We shall now provide a brief account of the cons- 
tituents of the bazaar money market The principal 
constituents of this market are the indigenous .banker or 
shroff, and the money-lender or ^oivcar. The money- 
lender is more important in rural areas, and we shall des- 
cribe his activities in the chapter on Agricultural Finance. 

An indigenous banker is an individual or a firm, which 
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4 ealfi 111 huiidife, whether it accepts . deposits or not. It may 
be mentioned that tlie Central Banking Unquiry Committee 
in its definition, of an indigenous banker made acceptance of 
deposits by him as a necessary condition also As in actual 
]jractice many indigenous bankers do not accept deposits, 
■the definition suggested above is more m accordance with 
the facts. 

Until the establislniicnt of modern loiiit-stock banks, the 
indigenous banker enjoyed a virtual monopoly of banking 
ill the couutiy With the advent oi joint-stock banks, 
however, his importance has .snflered considerable deteri- 
oration Yet, despite coinpetitioii irom well-organi.zed 
banks, a good deal of banking business still remains in his 
hands, and be still occupies a predominant position m area^ 
.which are not, or are only poorly, served by joiiit-.stock 
banks hike the Indian joint-stock banks, his share in the 
financing of foreign tiade is negligible But among the 
agencies financing internal trade and industries, especially 
in the matter of the provi.sion of their working capital, he 
occupies an important position He does not engage, to any 
large extent, in financing agriculture directly, but he render-, 
considerable assistance to agriculture indirectly by lending 
money to village sowcars. The Bombay Provincial Banking 
Enquiry Committee observed that the shroff sometimes 
provides even the long-term capital needs of industries. In 
certain places he holds debentures in indu.strial concerns, 
and advances money against deposit of shares. Occasionally 
he also gives long-term loans against the secuiity of fixed 
capital of industrial establisliinents. 

Indigenous bankers normally work with thdir own capital 
supplemented in some cases by deposits from the public, but 
in busy seasons or during periods of active demand for 
loans, their resources may prove inadequate and they are 
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forced to take resort to banks for financial assistance. 
Commercial banksj — both Indian ]oint-stock and Exchange 
Banks-T-hon ever, render assistance to only such indigenous 
bankers as are on their apjiroved lists. There are limits 
fixed by the lianks lor eaeh shroff nho is on the approved 
list, up to w hicli he can draw The advances are usually 
made by discounting’ hundis 

One of the proposals of the Central Banking- Enquiry 
'Committee for linking up the indigenous banker with the 
general banking system was that ‘as soon as the Reserve 
Bank is established, the indigenous hanker should along 
with ]omt-stock and eo-opcralive banks be brought into 
direct relations n-itli the Reserve Bank, and thereby pro- 
vided 'with rediscount facilities from that institution’. In 
the ,Stalutory Report submitted bj’ the Re.serve Bank in 
1937, certain pioposals were put forward for compliance by 
the indigenous bankers for the purpose of linking them 
directly to the Reserve Bank. The most important of the 
conditions laid down liy the Reserve Bank, wliicli indi- 
genous bankeis will have to fulfil to qualify themselves to 
be linked up w ilh the Bank, read as follows : ‘They must] 
colifine their business to banking proper as defined by the* 
Indian Companies Act Any other business that they might, 
he conducting should be wound up within a reasonable) 
time.’ Among othei conditions are the requirements to 
maintain proper books of accounts, to have them regularly 
audited, and to allow the Reseive Bank to inspect accounts, 
call for necessary information and regulate the business of 
indigenous bankers on bankmg lines 

It is, however, not likelj'’ that the indigenous bankers will 
ever agree to the Reserve Bank’s proposals. Nor is it 
possible for the Reserve Bank, consistent with its respon- 
sibilities and functions, to admit them directly as its 
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cotistitueiils unles'i its proposals arc, iii their essentials, 
agreed to. As the question of the linking up of the indige- 
nous bankers directly with the Reserve Bank is not jioW 
found to be a practicable one, the only possible solution, as 
suggested by the Bank, is the development of an open bill- 
market in winch first class bills will be freely negotiated. 
*If such a market could be developed it uould be possible 
for us (the Reserve Bank) to extend our open market opera- 
tions to trade bills as Ave do at present to Government secu- 
rities, and this would give first class indigenous bankers the 
closer and possibly ultimately the direct relationship which 
they desire, without compelling them to modify the 
essential character of their business or to submit to unduly 
iigid restriction.’ 



CHAPTER XX 

THE RESERVE BANK AND THE MONEY JIARKET 


The primarj^ fuiiclion of the ReseiTe Bank to control"' 
credit in the national interest. To effectively di.scharge this- 
function, the Reserve Bank should he in a position to con- 
trol both curiency and ciedit. The contiol over currency 
is of the utmost importance, inasmuch as it is the basis- 
for credit expansion. If the inedium oif payment consisted 
piiinanly of currency, then control over it ivould have 
ensured in a large measure contiol over the credit situation 
also If, on the contrary, cheques were the principal 
medium of payment, as in Great Britain or the U. S. A., 
mere control of currency would be of little avail in con- 
tiolhng credit. Foi mere control of currency would not 
affect the volume of bank deposits or ‘bank money’. In a' 
country, therefore, where the cheque habit is prevalent, 
the central bank should also be in a position to exercise 
control over bank deposits to fulfil effectively its purpose. 

Of the chief forms of purchasing power in India, namely, 
the rupee coin, the currency note and the bank deposit, the 
rupee cbin is of minor significance The principal media 
of payment are notes and chcqueable deposits. Of these 
two, cheques have been gaining in popularity every year, 
although it is difficult to say if cheques have surpassed’ 
notes in impoitance as a medium of payment In this- 
country at present, both these means of payment are 
probably of equal importance 

The Reserve Bank has been statutorily entrusted with' 
certain powers which have the object ' of facilitating its 
control over the monetarj’ supply in the country. In the 
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ijr^t place, it hab tlie iiionopol>’ of note ibsue. Tlic duality 
.of control over currciicj’ and credit which iibcd to be a 
serious weaknesb of the Indian money market ha.s been 
abolished with the estabhsliinent ai the Reserve Rank, 
Secondlyj the Bank has been entrusted with the duty of 
holding the cash balances of scheduled banks Besides, 
the holding of Government balances and the carrying out 
of the banking transactions of the Government provide it 
with useful means for exercising its control over the credit 
.situation In the third place, section iS of the Reserve 
Bank of India Act empowers it to deal directly nith the 
public under 'certain conditions The section provides that 
when a special occasion should arise, making it necessary 
. or expedient that action should be taken for the purpose of 
regulating credit in the interests of Indian trade, commerce, 
industry and agriculture, the Bank may exercise the poweis 
■ of direct discounts and advances, that is to say, it may 
deal with the public directly in the open market without 
the intermediation of a scheduled or a Provincial Co- 
opei alive bank It is, of course, understood that this 
•pOAver will not be excicised except in very unusual 
. circumstances. 

The Reserve Bank and Controi, of Credit 
In evaluating the role of the Reserve Bank as a controller 
.of credit, an obvious difficulty presents itself Although 
the Bank has been in existence for about eight years now, 
no serious occasion has yet arisen to test its hold over the 
market. ; Ever since its inception easy conditions have 
prevailed m the market and the necessity of invoking the 
-aid, of the Central' Bank has not been felt by the market 
-generally, ivliich m India comprises mainly the commercial 
ihfuiks'. It is noteworthy fhiit u]-) till now there have been 
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practically no bills in the Bank’s portfolio other than 
Treasury Bills, which incidentally also bcais testiniony to- 
the absence of a discount market in India, while ‘other 
loans and advances’, tliat is, other than those given tO" 
Governments, have been insignificant. The examination of 
the Reserve Bank’s role as a controller of ciedit has there- 
fore to be confined largely to certain theoretical considera- 
tions, Avhich, however, should not be considered to be 
devoid of practical significance or implications. 

There are certain fcatuies of the Indian money market 
ivhich might cast doubt on the ability of the Reserve Bank 
to exercise any effective control ovei credit There is, in 
the firsl^lilace, the pre-eminent position of the Imperial 
Bank in the money market. But, as we shall presently see, 
this position of the Imperial Bank need not detract, as in 
fact It has not detracted, from the influence of the Reserve 
Bank as tlie custodian of the nation’s financial interests. 
The Imperial Bank’s peculiar standing in the market has • 
evolved a novel procedure of control m India — a procedure ■ 
which may prove beneficial to both the Reserve Bank and 
the market. 

,, In the ^"econd place, there is in the market a group ot 
banks, called the Exchange Banks, which if they should' 
so elect,' might fmstrate a policy initiated by the Reserve ^ 
Bank in view of their eas>' access to the Eondon money 
market. But it is extremelj’- unlikely that the Exchange 
Banks Avould take up' an altitude which, would run cbuntei 
to the' intentions of the Reserve Bank and to India’s 
iiatiohal interests 

In the .t l]ird place, it is .suggested that in a country like 
India, where the money market is not organized, the 
Reserve Bank can wield but little influence. Neither the 
eSperience of this co’untty nor of that of other undeveloped ' 
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.maikcts, liowever, bupports tliib .absnniptioii. In South 
Africa, for example, the Reserve Bank was of great use 
in helping the commercial banks to negotiate the difficult 
deflationar\r period following the first War. It was also 
,of material use to the National Bank of South Africa in 
1923 u'hen that bank suffered a loss of capital and conse- 
. quent iinpairinent of its credit. The Commonwealth Bank 

■ of Australia also I'endered invaluable services in the 
difficult years from 1929 onwards ' As the Canadian Bank- 
ing and Currency Commission observes, the Common- 
wealth Bank^ ‘was instrumental in mobilizing the gold 
leserves of the country and their judicious employment with 
a view to tide the country over a ^leriotl when Australia’s 
ability to provide and to transfer the services of her oi’er- 
seas debt was seriously in question’. 

In India, also, the Reserve Bank lias provided sufficient 
‘ evidence of its influence being felt in the market, although 
no occasion has yet presented itself to test the extent of its 

■ control over the market The Reserve Bank has, further, 
another advantage which the central banks in Sonnth Africa 

■ 01 Australia did not enjoy. In both these countries the 
advent of the central bank was viewed with consicleralile 
-mistrust by the commercial banks. No such opposition 
•existed in India to the idea of constituting a Reserye Bank, 

■ except probably only pailially on the part of the Exchange 
Banks. Another advantage which has accrued to the 
Reserve Bank is the tradition, although in many respects 
imperfect, of central banking which the Imperial Bank has 
built up. In this tradition the role which the Imperial 
Bank discount rale played in its influence on other market 
-rates deserves special mention. 


^ Rcfiort of the Cancr than Banking and Cnnency Coiliiiiis^wn.p 316 
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As a positive evidence of the influence which the Reserve 
Bank has been able to exert in the money market ma3’' be 
mentioned the removal of seasonal stringency in the market, 
as' demonstrated in a uniform Bank rate throughout the 
year. Tins has in its turn liad salutary effects on other 
market rates. Prior to the establishment of the Reserve 
Bank, not only were the various rates liigh and fluctuating, 
but there was also much divergence between them. With 
the Reserve Bank 111 opeiatioii, considerable improvement 
has been effected in both these aspects, as the following 
figures will testify ' 



Bank 

rate 

Imperial 

Bank 

Hundi 

late 

Calcutta 
Bazaai rate 

Bombay 

Bazaar 

late 

September 1929* 

5 

5 

11 

6 

Alajch lOiO'* 

7 

' 7 

11 

9’/.. 

September 1939 

3 

3 

6-7 

6 

March 1940 ... 

3 

3i 

’ 6-7 

1 

6? 


The table reveals not only a welcome reduction absolutely 
in all rates, but also a narrowing down of the divergences 
between them. A noteworthy feature is the absence of 
any great disparity iioiv between the Bombay and Calcutta 
bazaar rates. This phenomenon may be interpreted as an 
indication of a more intimate and organic contact between > 
the twm markets, which presumably the establishment of 
the, Reserve Bank has facilitated 

Another salutary effect of the c.stahlishment of the 


- V<fe “ Impenal Bank discoant rate. 
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Reserve Ba'nk has been the impetus it has provided to the 
development of sound banking practices. In fact it is one 
of Its statutory obligations to foster the deielopmeiit of 
banking on sound lines Its services in this connexion will 
not onh- improve banking standards, but also extend the 
scope of its control over the market. 

The Reserve Bank has also been tiying to develoi) a 
wider market m Treasury Bills, which, if it is accordedi 
larger supiiort by commercial banks, will facilitate its 
control over the latter. 


' TitE Reserve Bank .vnd the Iaipkriu, Bink 

It may be asked whether the unique position which the 
Imperial Bank occupies in the Indian money market 
constitutes any threat to the proi^ei and efficient function- 
ing of the Reserve Bank. Fortunatety there ajipears to be 
no ground for the materialization of this dangei . The 
relations bctiveen the tivo banks have been perfectly cordial, 
and there has been a realistic appreciation of the i dative 
functions of the two banks in the Indian money market. 
If the Reserve Bank is the manufacturer of emergency 
credit in times of stress, the Imperial Bank will function 
largely as a wholesale dealer for its distribution to com- 
mercial banks, Avhich again will retail them to the public. 
The scheduled banks, of course, can directly approach the 
Reserve Bank for accommodation, but there are two consi- 
derations Avhich might incline them to prefer the Imperial 
Bank. In the first place, there is a longstanding relation- 
ship subsisting between the Imperial Bank, on the one 
hand, and the scheduled and other commercial banks, on the 
other. In the second place, the basis for obtaining accom- 
modation from the Reserve Bank' is narroAA' and .strict. The 
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Imperial Bank is not so much hampered as is the Reserve 
Bank by statutory provisions. When it is satisfied about 
the credit and standing of the borrowing bank, the Imperial 
Bank is in a position to extend credit more liberally. 

The Reserve Bmfi and the Bazaar Market, 

The question of the effectiveness of the Reserve Bank’s 
control over the money market has, for obvious reasons, 
been confined so far to its organized section. In fact, the 
Reserve Bank cannot exercise any influence directly over 
the credit situation in the bazaar market. Unless indigen- 
ous bankers and money-lenders reorganize their businessi 
methods, the Reserve Bank will not be in a position to* 
offer them any assistance. But the absence of any powers 
for direct influence does not mean that the Reserve Bank 
exercises absolutely no control over the bazaar market. 
It is well known that operators in the bazaar market have 
often to approach the Imperial Bank and other commercial 
banks for discounting their bills or for advances against 
approved securities. In so far as they are forced by condi- 
tions in their own market to seek assistance of institutions 
ill the organized money market, they expose themselves, 
albeit indirectly, 'to the regulating influence of the Reserve 
Bank. “Further, a closer correspondence in recent years 
between their rates and the Imperial Bank Hundi rate is 
a welcome indication of a gradual development of a more 
organic relationship between the two markets, and as such 
to a widening of the scope of influence of. the Reserve Bank. 

Methops of Controleing Credit 
Of the methods available to a -cenlral bank for regulating 
credit, the most important ate itlie manipulation of the 
discount rate and open matket operations, 
i6 
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I- The Discount Rate 

The effectivenebS of the discount rate is to be judged not 
only by its level but also by the papers which are consi- 
dered eligible by the Reserve Bank for purposes of redis- 
counting and lending and by the relative importance of 
these papers m the money market. We shall take up the 
second aspect first. 

It should be noted that the power of discounting bills 
and making advances which the Reserve Bank enjoys as 
a central bank has a twofold significance. In the first 
place, it IS used for regulating credit. In the second place, 
this power of extending credit is limited to dealingiin certain 
specified types off bills and securities. In this aspect, it 
represents the nature of assistance which scheduled banks 
may expect from the Reserve Bank in times of difficulty. 
It may be added that the question of assistance which 
member banks may expect from the Reserve Bank assumed 
particular importance during the crisis of the Travancore 
National and Quilon Bank, which ultimately failed to meet 
its obligations In the uncertain and anxious atmosphere 
which the failure of this bank generated, the Reserve Bank, 
with a view particularly to allay public criticism, clarified 
its position in the market vis-a-vis the scheduled 'banks. 
In respect of its. lending policy, the Reserve Bank expressed 
the opinion that although it has a Tesponsibihly for provid- ' 
ing credit against eligible paper, it does not necessarily 
follow that the Bank is obliged to lend whenever any eligible 
paper is brought to it.. The Bank made it clear that in 
extending credit to scheduled banks, it will be influenced 
not merely by the nature of security offered, but also by 
other considerations such as the general charac'ter of the 
investments pf the applying bank, the manner in which 
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its business as a whole is conducted, whether, foi example, 
it attracts deposits by offering excessively high rates of 
interest, whether it seeks help from the Reserve Bank in 
normal times when funds in the market are ample, whether 
it lias been overtrading and extending an undue amount 
•of credit for speculative purposes in commodities or secu- 
rities, or indulging in unsecured business to an. excessive 
■extent. These considerations are, however, common to 
■central banking operations in all countries, and are essen- . 
tial for ensuring that banking development will proceed 
along sound lines 

As the Bank rate has been maintained at 3 per cent ever 
since the inception of the Reserve Bank, it is not possible 
to express any definite opinion as to its effectiveness m 
practice 

2 Open Mathct Opemtions 

To supplement its discount late policy, or even as an 
independent weapon to subserve particular ends, the 
Reserve Bank can influence credit conditions in the 'market 
by undertaking open market operations. This weapon' 
operates by enlarging or contracting the cash basis of the 
■commercial banks as a result of the purchase or sale by the 
Bank of Goveinment securities. The effectiveness of this 
method depends largely upon the scope of the securities in 
which the Bank is entitled to operate as well as on the 
nature and organization of the market in which these 
operations are undertaken. The nature of the securities in 
which the Reserve Bank can deal is specified in sections 
17(7) and 17(8) of the Act. 

As to the nature and organization of the market from the’ 
point of view of its responsiveness to operations undertaken, 
by the Reserve Bank, it i.s difficult to express an opinion 
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in the absence of knowledge o£ the result of actual opera- 
tionSi It would appear, however, that the Reserve Bank 
has resorted to these operations witli satisfactory results,, 
although probably not for the purpose of regulating credit. 

It may also be recalled that the Reserve Bank is anxious 
to widen the market for Treasury Bills, although till now 
only a few big scheduled banks in the market, of which 
the Imperial Bank is the most important, render any active 
assistance to the Reserve Bank in this matter 

Other Weapons 

In addition to the two important weapons already men- 
tioned, the Reserve Bank, it may be recalled, has also 
been entrhsted with the authority to deal directly with the 
public in kinds of paper which are deemed ‘eligible’, but 
only under" certain special conditions. This provision' 
invests the Reserve Bank with special powers of consider- 
able potency to force the commercial banks to follow parti- 
cular policies initiated by it. It is, however, extremely 
unlikely that these powers will be used or even need be 
used, for the very fact that the powers exist should be a 
sufficient warning to commercial banks not to run counter 
readily to the wishes of the Reserve Bank. 

Of the other instruments of control generally available 
to a central bank, those relating to the rationing of credit 
to and the taking of ‘direct’ action against ‘scheduled’ 
or member banks are as yet of little practical value in 
India, inasmuch as these banks are not large borrowers- 
of central, bank credit. . Publi city has been used as a fruit- 
ful weapon only in the U. S. A. Its scope in India for 
controllittg credit of member banks by making representa- 
tion to the institutions concerned must obviously be, very- 
restricted. The reason for this is that these banks do not 
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yet use central banking credit to any appreciable extent. 
jBut moral suasion, in the sense of effecting an iinprove- 
anent in banking standards and practices as a result of 
representation or instructions offered by the Reserve Bank, 
can be, and has indeed been, of considerable practical effect. 

Another method of control of an indirect nature may k? 
fruitfully used in India. This is the growth of a healthy 
convention between the Reserve Bank and other importapt 
constituents of the money market. Its practical manifestE- 
ttion is seen in the relationship subsisting between the Bank 
xate and other money rates in the market, in which the 
latter rates follow the lead given by the former. The 
Imperial Bank, prior to the establishment of the Reserve 
Bank, developed a sort of convention of this nature, which 
the Reserve Bank should be in a position to render more 
.effective. 



CHAPTER XXI 

AGRICUETURAI; FINANCE 

The importance of agricultural or rural finance in a country 
where more than seventy-five per cent of its population live 
in villages and pursue agncultiural activities, cannot be exag- 
gerated. The establishment of a special Agricultural Credit 
Department by the Reserve Bank is an acknowledgement of 
the exceptional impoitance of rural finance in a country 
like India. It is indeed remarkable that in a statute deal- 
ing with the establishment of a Reserve Bank for India, 
provision was made for the creation of an Agricultural 
Credit Department as a part of the organization of such 
a Bank. The Reserve Bank was further statutorily entrusted' 
with the responsibility for submitting proposals by the 31st 
December, 1937, for the improvement of the machinery for 
dealing with agricultural finance and methods for effecting 
a closer co-operation between agricultural enterprise and 
the operations of tlie Bank. This statutory report was duly 
submitted by the Bank to the Government on the 15th' 
December, 1937. 

Credit Needs of the Agriculturist 
The financial needs of the agriculturist have been vari- 
ously classified. For example, liis credit requirements have 
been grouped under the following heads, short-term, inter- 
mediate-term and long-term. Another classification consists- 
of investment, operating and consumption credit, apart from' 
credit required for repayment of debts. For our purposes, 
we may group the financial needs of the agriculturist into 
two broad categories, long-term and short-term. Eong-tertte 



AGRICUI/TtTRAI, FINANCE 


347 


credit is required mainly for fa) repayment of past debts, 
(b) purchase of land, and (c) improvement of land and 
methods of cultivation. Short-term or operating and 
consumption credit is required for such operations as the 
purchase ' of seed, sowing, ploughing, and weeding, the 
replacement of cattle or implements and the marketing of 
products, on the one hand, and such money as is ordinarily 
required for the maintenance of the cultivator’s family until 
the crops are sold, on the other. Apart horn such credits, 
there should be an agqncy for affording lelief m times of 
exceptional distress, as is provided for under the Agricul- 
turists’ Loans Act. 


Short-term Credit 

The principal agencies for the provision of short-term 
finance to the agriculturist are the indigenous bankers, 
money-lenders and co-operative societies. Apart from these, 
there are a few other agencies of but little significance such 
as the commercial banks, the government loan offices in 
Bengal and nidhis and chit funds in Madras. These latter 
agencies play a small part in the provision of. agricul- 
tural finance, and we shall leave them out of account. 

Of the ' three principal agencies mentioned above indi- 
genous bankers do not usually lend money directly to the 
agricultutist. To tlie extent that they provide agricultural 
finance, they do so mainly through the agency of money- 
lenders. The latter borrow funds from indigenous bankers 
tq lend them out at a higher rate to the agriculturist. The 
main sources for obtaining short-term finance by the agri- 
culturist are money-lenders and co-operative credit societies. 
Of these two sources, money-lenders have been much the 
more important. 
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Money-Lenders 

The nioiiey-lender is the most important indigenous 
■credit agency, especially in rural areas. The fact which dis- 
tinguishes him from an indigenous banker is that he does 
not usually deal in hundis. He does not usually accept 
deposits either. The money-lender may be a professional 
■one who is also known as a sowcai, a hernia, or a mahajan, 
these titles include itinerant money-lenders such as Pathans 
and Kabulis ; he may be, on the other hand, a non-profes- 
sional money-lender such as a landowner, an agriculturist, 
a merchant, a trader, a pleader, a pensioner -or a jobber, 
who pursues other activities but who lends out his surplus 
funds In certain provinces where legislation has been 
undertaken to control the operations of money-lenders, all 
money-lenders have to be licensed. 

It would appear that the non-professional money-lenders 
are often more exacting than the professional money- 
lenders. The professional rural money-lender gives small 
loans on a mere entry in the account book, or no entry at 
all backed by a verbal promise, and without documents, 
but asks for promissory notes when the loans are large or 
old loans renewed. He usually gives loans for current needs 
on personal security on the understanding that the- harvest 
is to be sold to or through him, or on the mortgage of crops. 
If the loans are large* or taken for a long period; security 
in the form of mortgages of land, houses or ornaments is 
asked for. The non-professional landlord or agriculturist 
money-lender on the other hand, when he lends seeds on 
the security of future crops, or money on that of land, often 
eagerly awaits the opportunity of seizing both. The land- 
lord money-lenders are most likely to abuse their .powers 
as they secure a double hold over their tenant-borrowers. 
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■who have pay both rent and interest. In other respects, 
their operations and methods are similar to those of profes- 
■sional money-lenders. A merchant or trader money-lender 
lends money to cultivators on condition that the crops are 
sold to, or through him. 

The finance supplied by the money-lender suffers from 
the defect that it usually carries heavy rates of interest 
and other vexatious conditions, and that he is not interested 
in the manner in which the agriculturist uses the borrowed 
money. What the money-lender is concerned with ’S' the 
safety of his loan, not the purpose for which it is taken, 
nor whether the borrower can repay it out of his current in- 
come or not. The result is that money which is borrowed 
for short periods and which should be used for meeting 
current needs is spent for financing long-period require- 
ments. Another consequence of these conditions is that an 
agriculturist, once in debt, is alw'ays in debt. 

With a view to control the very high rates charged by the 
money-lender as also his many corrupt and vexatious 
practices, both the Central Banking Enquiry Committee and 
the Reserve Bank recommended that legislation should be 
undertaken for the regulation of the business of money- 
lending. The Punjab had already passed a law in 1930 
■called the Punjab Regulation of Accounts Act, under which 
all those who give loans at interest, excluding loans to 
merchants and manufacturers, have to maintain a separate 
account for each debtor in a prescribed way, showing the 
date and the amount of the principal of the loan, the rate 
of interest separately, the amount and date of every pay- 
ment received by the creditor, and to furnish the borrower 
half-yearly a statement of account showing the amount of 
loan outstanding and all transactions relating to it. In recent 
years, many other provinces have enacted laws to control 
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the activities of money-lenders on more or less similar lines,, 
In Bengal, a Money-lenders’ Act was passed in 1938. Be- 
sides providing for the taking out of licences for engaging 
in the business of money-lending, and the control of the' 
operations of money-lenders, the Money-lenders’ Acts in the 
various provinces usually give the courts power to re-open 
accounts either when the interest is excessive or when the 
transaction is unfair. The Acts also lay down the rates that 
may be charged on secured and unsecured loans These 
rates are always simple interest rates and vary usually from' 
8 to 12 per cent on secured loans and 10 to 18 per cent on 
unsecured loans In Bengal, the maximum simple interest 
rates allowed on secured and unsecured loans are 8 and 10 
per cent re.spectively. The Bengal and C. P. Acts provide 
that no court shall decree on account of arrears of interest 
' a sum greater than the principal of the loan. The Bihar 
Act provides that arrears of interest on loans granted by a 
court shall not exceed, when added to interest already 
paid, the amount of the original principal. 

Legislation to control usurious and corrupt practices 
of the money-lender is eminently desirable, but it should 
not be such' as to rouse a feeling of nervousness among 
money-lenders, particularly in respect of sanctity of con- 
tract. Legislation passed to offer relief to the ryot in res- 
pect of the burden of hi.s debts may often unfairly affect 
money-lenders’ interests While, therefore, the money- 
lender’s activities may be brought under control so that he 
may not exploit the cultivator’s ignorance and financial 
difficulties, he should, at the same time, be given every 
protection to collect his just dues The money-lender is- 
Btill a very important rural credit agency, and it would be 
unwise to do anything which would completely dry up this 
source. He can and does take more risks than any other 
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rural financial agency. As he has a more intimate know- 
ledge of and dontactAvith cultivators, he can take risks ’ 
•which a bank or a ico-operatiye .society, would be unwilling 
to accept. i'P'urther, in times of depression, the money-- 
lender can afford to be more lenient towards his debtors, as 
it is his own money he has lent out, than banks and co- 
operative societies which have to be more strict in the 
matter of the realization of their dues. 

Co-operative Societies 

Besides the money-lender, the other important rural credit 
agency is the co-operative society. The importance of co- 
operation as a rural financial agency has increased since 
the passing of legislation in various provinces aimed at 
scaling down rural indebtedness. These laws have the effect 
of scaring the usual credit agencies and diminishing the 
flow of credit As the, prosperity , of agriculture must ulti- 
mately depend upon an 'adequate supply of cheap finance 
for productive and useful purposes in the future, the only ’ 
agency that can reasonably be expected to make up for the 
deficiency created by the contraction of private credit is 
the co-operative society. 

The growth of the co-operative movement may be dated' 
from tlie passing of the Act of 1904, which officially 
launched the movement in India. Since then, its progress 
has been more or less continuous till 1929. The development 
of co-operative credit in particulai has been very rapid' 
during the decade preceding 1929. With the onset of the 
depression in that year, the movement received a serious 
set-back One of the reasons for this set-back was the catas- 
trophic fall in the prices of agricultural pi^oduce with a con- 
sequent fall in the income ,of the ryot. But certain other 
inherent defects of the co-operative movement -v'erc also' 
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revealed during the depression period. It was found that the 
societies had lent money in the past in many cases without 
any proper security and much in excess of the paying capa*- 
city of the ryot. No effective steps were taken to encourage 
savings in 'good years with which the members could with- 
stand the effects of the years of depression The increased 
income during the period of prosperity was mostly frittered 
away m extravagant and unproductive expenditure. 
Another serious defect of the movement was that it was 
mainly one-sided. Emphasis was mostly laid on the credit 
societies, while other aspects of the movement such as 
improvement m the method of production, supply of the 
various needs of the ryot and marketing on co-operative 
‘lines were neglected. Since the inauguration of provincial 
autonomy in 1937, interest has again been revived in the 
•co-operative movement which since 1929 was more or less 
in a moribund condition. Popular ministries were anxious 
to ameliorate the distressed condition of the rural popula- 
tion. Legislation was passed to reduce debts and offer to 
-the ryot relief in other forms as well, which prejudicially 
affected private credit agencies. In the circumstances co- 
■ operative societies received increasing attention. 

Rehabilitation op the Co-operative Movement 
The task of rehabilitation is by no means easy. An audit 
-classification of agricultural primary societies in 1938-39 
revealed that an .appreciable proportion of the societies in 
•■different provinces — over 40 per cent in four provinces and 
about 25 per cent in three others — fall into ‘D’ and ‘E’ 
classes, and relatively few societies — ^less than 10 per cent 
in six provinces — come under ‘A’ and 'B’ classes. In 
Bengal 1.4 per cent are in ‘A’ and ‘B’ classes, 46.8 per 
Aceut in class ‘C’ and 25.4 per cent in classes ‘D’ and ‘E’. 
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Primary Societies 

The task of rehabilitation must begin with the primar7 
societies and simultaneously proceed upwards. Reorganiza-- 
tion should have two primary objectives. In the first place, 
primary societies should restrict their business generally to 
short-term loans and grant intermediate-term loans only to 
a limited extent. A preliminary to this is the necessity of 
instituting measures for restoring a balance between their 
realizable assets and their liabilities. The societies .should 
also fix the normal credit limits of members and adhere to 
them strictly, exercise close supervision over the employ- 
ment of loans, and take prompt action against defaulters 
while granting extension with reasonable facility in genuine 
cases of inability to repay. In the second place, the socie- 
ties should extend their scope of activity beyond, as now, 
merely providing credit so that a comprehensive effort may 
be made to effect an all-round impiovement in the ryot’s 
life. In other words, as the Reserve Bank has urged the pri- 
mary society should develop as a multi-purpose society. 
It should not merely be an agency for supplying finance 
but an influence for the all-sided development of agricul- 
ture and the betterment of the life of the villager from 
every point of view. ‘Starting with credit for current needs, 
a society may get the old debts of its good members liqui- 
dated through a land mortgage bank, introduce better busi- 
ness and better monetary return by inducing its members 
'to sell their produce co-operatively, ensure their growing 
improved varieties of crop by purchasing seeds for them, 
save on purchases by arranging for the purchase of their 
other needs jointly and at profitable rates on an indent sys- 
tem without incurring any risk or liability, save litigation 
expense by effecting arbitration, improve the outturn of 
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crop by consolidation of holdings, supply of pure seeds and 
unproved implements, implement the income of its members 
by inducing them to take up subsidiary industries, intro- 
duce better living measures by adopting bye-laws by com- 
mon consent which will curtail ceremonial expendi- 
ture and lemove insanitary habits, provide medical 
relief, and so on’. 


Centrae Banks 

The rehabilitation of the primary societies along lipes 
suggested above will call for a change in the outlook and 
operation of central as well as provincial banks Central 
banks should, in the first place, conduct their business along 
sound banking lines, and this condition applies with equal 
force to provincial’ banks as well. The criteria of sound 
banking, as laid down by the' Reserve Bank, are in respect 
of the distribution of assets so as to maintain adequate cash 
and fluid resources, the maintenance of an adequate margin 
between borrowing and lending rates so as to build up 
strong reserves, the proper treatment of unrealized interest, 
the proper scrutiny of, and provision for bad and doubtful 
debts, the confining of business generally to short-term 
loans, the separate indication of long-term loans and over- 
dues of principal and interest, and in general, the proper 
and accurate presentation of the affairs of the bank in the 
balance-sheet. Further, the central banks should broaden 
their outlook with a view to help the reorganization of the 
primary societies They should take a more intimate 
interest in ihe Avork of the primary societies, supervise and 
guide their operations, assist them in training their mem- 
bers in the principles of co-operation and generally in 
improving their work. 
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that the paper against which indigenous bankers masr 
obtain accommodation from scheduled banks is not consi- 
dered eligible paper. 

Agricultural finance may also be obtained from the-_ 
Reserve Bank through the agency of the provincial co- 
operative banks. The Bank, however, can supply onl3r 
emergency or seasonal finance to tide over temporary diffi- 
culties. Financial accommodation from the Reserve Bank 
to the co-operative movement through the provincial co- 
operative banks may be available under the following 
heads : 

{a) Loans and advances against Government securi- 
ties for periods not exceeding ninety days to 
provincial co-operative banks and through 
them to central co-operative banks — section 
17(4) (a). This accommodation will be avail- 
able at any time subject to the limits and 
margins which may be laid down by the 
Reserve Bank. , 

(fe) Similar loans and advances to provincial co- 
operative banks and through them to central 
co-operative banks against approved debentures 
of recognized land mortgage banks which are 
declared trustee securities, if the Bank consi- 
ders that the debentures are readily marketable. 

(c) Discount of Treasury Bills at rates which can be 

ascertained from fhe managers of the offices- 
of the Reserve Bank from time to time. 

(d) Loans and advances for periods not exceeding 

ninety days to provincial co-operative banks 
against promissory notes of approved co- 
operative marketing or warehouse societies 
endorsed by provincial co-operative banks and 
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drawn for the marketing of crops — section 
17(4) (c), or rediscount of such promissory 
notes maturing within nine months — section 
I7(2)(b) ; or loans and advances for periods not 
exceeding go days on the promissory notes of 
provincial co-operative hanks seemed by waie- 
house warrants issued by corporations indepen- 
dent of the borrower or on the security of 
promissory notes supported by documents of 
title to goods which have been assigned or 
pledged as security tfoi cash credits or over- 
drafts granted by the provincial co-operative 
banks to approved marketing or warehouse 
societies — section i7(4)(d) 

(e) Besides making advances in the manner stated 
above, the Bank will also on occasions be pre- 
pared to make advances to provincial co-opera- 
tive banks for a maximum period not exceed- 
ing go days against promissory notes exf central 
co-operative banks endorsed by provincial co- 
operative banks and drawn for financing 
seasonal agricultural operations or tlie market- 
ing of crops — ^section 17 (4)(c) ; or rediscount 
of such promissory notes maturing within nine 
months — section 17 (2) (b). In this case the 
Bank would require more detailed information 
regarding the financial position of the central 
banks whose paper is intended to be redis- 
counted and the -vrorking of the primary socie- 
ties financed by them This inquiry null be 
made with a view to ascertaining liow^ far the 
loans and advances made by the central banks 
to the primary societies are liquid or otherwise. 


17 
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For the purpose of these loans tlie Bank would 
obviously have to confine itself to the paper 
of first class central banks run on approved 
banking methods. 

In order to be able to obtain financial accommodation 
from tlie Reserve Bank, a piovincial co-operative bank must 
maintain with the Reserve Bank cash balances equal to not 
less than per cent of its demand liabilities and i per 
cent of its time liabilities. Only two provincial co-operative 
banks had till 1941 taken advances of small amounts from 
the Reserve Bank against Government securities on a few 
bccasions since 1938. 

In actual practice, the Reserve Bank has not as yet been 
a fruitful agency for the provision of ample agricultural 
finance, even in periods of emergency. It is extremely 
doubtful if the situation will show any immediate improve- 
ment. For one thing, it will not be easy for the co-opera- 
tive banks to separate their long-term debts from short- 
term obligations, or satisfy the reserve requirements indi- 
cated by the Reserve Bank. For another, agriculture is such 
a hazardous occupation and so much susceptible to the 
vagaries of the weather that it is hardly likely that loans 
granted by credit societies for even cultivation finance will 
be promptly repaid. For yet another, the all-roun^ rehabili- 
tation scheme of the co-operative movement, which the 
Reserve Bank considers essential, will not be easy of reali- 
zation in the circumstances, and further, as the Reserve 
Bank as ‘ a Central Bank must maintain absolute liquidity 
in its position. Professor Niyogp rightly observes that ‘the 
Reserve Bank will hardly be in a position to grant loans 


The Co-operative Movement in Bengal, p. 140. 
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against promissory notes of provincial co-operative banks or 
discount such notes issued for cultivation finance’. 

Long-term CkstuT 

Long-teriii finance is required by the agriculturist for the 
liquidation of past debts and the improvement of land. 
iSuch loan.s are generally given against the security of land, 
and land-moitgage banks are therefore considered the most 
suitable agency tor providing such finance. 

Altliough the fii'st land-mortgage bank in India na,s. 
•established in lyao in the Punjab, the fust real beginning in 
land-mortgage banking na.s made in 1929, with the estab- 
lishment of the Central Land-Mortgage Bank in jMadras for 
•centralizing the issue of debentuies and co-ordinating the 
working of primary banks in that piovincc. A central 
land-mortgage hank was also organized m Bombay m 1935. 
By 1939,' there were about 100 land-mortgage banks in 
Madras with a working capital of Rs 83 lakhs , 12 m the 
Punjab , 13 in Bombay ; 12 in the C. P and 5 each in 
Bengal, the U. P. and Assam. 

The leclmique of land-mortgage banking is most deve- 
loped m hladras and Bombay, 111 Avhich provinces the 
icentral land-mortgage banks raised large capital by issuing 
debenture, s The land-mortgage banks of Bengal and the 
C. P are financed by the respective provincial co-operative 
banks. 

Altliough the laud-mortgage banks in the various pro- 
vinces have been registered under the Co-operative Societies 
Act, they are, strictly speaking, not ca-operative organiza- 
tions They are limited liability institutions of agricultural 
borrowcr.s, with some non-borrowers for obtaining funds or 
witli business exjierience Generally, the shareholding of 
each member is limited, although in some cases members 
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have to contribute a certain percentage of their borrowing 
to the share capital. 

Loans are given to members on mortgages of their lands 
up to 50 per cent of the value of land in some provinces, or 
up to 30 times the land revenue payable on them m others. 
Generally a maximum limit which varies between five and 
ten tliousand rupees is fixed) for loans to be granted to an ^ 
individual member. The period of loans varies from 15 to 
30 years, and the rate of interest from 6 to 9 per cent. 

An examination of the working of land-mortgage banks 
reveals that the banks have been concerned too much with 
the redemption of old debts, and too little with the improve- 
ment of land and agriculture and the introduction of better 
methods of farming. 

In view of the crushing burden of past debts, a pre- 
occupation with the liquidation of this burden is probably 
natural and also inevitable. But if the other question of 
improvement of land and metWbds of farming is not given 
adequate attention, the problem of indebtedness itself may 
become more acute in future and the condition of the ryot 
deteriorate still further, for unless he can produce more and 
better crops and thus augment his income, it is doubtful if 
the ryot will ever be lifted out of his present plight or 
whether the essential purpose for which long-term loans are 
given will be fulfilled. A great responsibility, therefore, 
rests upon the management of the land-mortgage banks to 
sec that the finance that they provide is propeily used The 
banks must also guard against the appearance of overdues, 
by properly assessing at the very beginning the amount of 
loan that can be given to an individual member and by 
insisting upon punctual repayment. For proper and useful 
functioning of land-mortgage banks, there should be close 
collaboration and co-ordination between land-mortgage 
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tanks, the Agricultural Department of the Govermnent 
and tlie machinery of debt conciliation boards, where they 
exist 


The Reserve Bank and Tong-term Credit 
The Reserve Bank is not statutorily, authorized to provide 
long-term finance It cannot therefore render much effective 
assistance to land-mortgage' banks. Central land-mortgage 
banks which, however, have been declared to be provincial 
co-operative banka under the Reserve Bank of India Act, 
may obtain loans and advances for periods not exceeding 90 
days against Government securities in case of an emergency. 
The Reserve Bank can also help land-mortgage banks by 
buying their debentures or by making loans against them 
provided they are guaranteed by Government both in res- 
pect of principal and interest and provided they are readily 
marketable. The principal and interest of debentures issued 
by the Bombay and Madras Provincial Rand-Mortgage 
Banks are guaranteed by the Governments of Bombay and 
Madras respectively. But the Reserve Bank may refuse to 
purchase these debentures on the ground that they are not 
readily marketable. 



CHAPTER XXII 
POST-WAR DEVELOPMENTS 
Monetary Supply 

The total supply of money showed a small decline in- 
1946-47 as compared to 1945-46. Tins decline is the re.sult 
of a larger note circulation oflset by a proportionately larger 
fall 111 the demand deposits of banks and deposits with the 
Reserve Bank of India. The fall m the rate of expansion 
o£ total monetary supply in 1946-47 is primarily due to two' 
factors, — the curtailment in the defence expenditure of the 
Goveninient of India and in behalf of Allied Governments 
and a negative iialance of payments during the year. The 
relevant, tigures of total monetary supply are detailed 
on p. 263. 

The total money .supply ha.s been calculated as the total 
iiote.s in circulation plus the demand deposits of banks 
(including the Re.serve Bank) minus cash reserves of banks 
(which include their deposits with the Reserve Bank). It 
includes therefore Goveninient deposits ivith the Reserve 
Bank. 


Money and Price.s 

Contrary to expectations, the price situation in the 
country worsened during 1946-47. It was hoped that with 
the cessation of the War and defence expenditure, produc- 
tion of consumer goods as also the iinportatiDii of such 
goods would considerably increase and’ thereby help in 
lowering the level of prices. In actual fact, wholesale- 
prices incr.eased__during,.J946-47^ The Economic Adviser’s- 



POST-WAR DBVECOPMKNTS 


265 

Rupees m arores 


1. Notes in Circula- 
tion 

2 Demand deposits 
of banks (scheduled 
and non-scheduled) 

3 Deposits with the 
Reserve Bank of 
India (excluding 
deposits of Burma 
Government) 

4 Cash Reserves of 
banks (scheduled ' 
and non-scheduled) 

5 Money supply (ex- 
cluding rupee com, 
and small coin) 
(l-t-2-t-3-4) 

C Circulation of 
rupee coin 

7 Total money sup- 
ply (excluding 
small coin)(3-h6).. 

8. Increase in total 
money supply (in- 
cluding small com) 


March 

1941 

March 

1942 

March 

1943 

March 

1944 

March 

1945 

March 

1946 

March 

1947 

241 

382 

C44 

882 

1,085 

1,219 

1,242 

177 

232 

387 

543 

624 

735 

714 

59 

63 

87 

167 

392 

643 

562 

45 

51 

C5, 

78 

120 

120 

117 

432 

623 

1,053 

1,514 

1,981 

2,477 

2,401 

... 


124 

137 

147 

166 

165 



1,177 

1,651 

2, 128 

2,643 

2,569 

85 

203 

487 

505 

496 

524 

-68 


index number of wholesale prices in 1946-47 averaged 
275.4 as’ against 244.9 in 1945-46- The figures since 1941-42 
are detailed below : 


Economic Adtvser’s Index Nitmhei {August 1939= 100) 



General Index 

Food Articles 

Industrial liaw 
Materials 

1941-42 

137-0 

122-1 


1942-43 

171-0 

174-6 

• •• 

1943-44 

236-5 

263-4 

... 

1944-45 

244 2 

232-9 


1945-46 

244 9 

237 0 

249 8 

194$-47 

275-4 

2S6-3 

—t 

316-3 


264 KINKING PRINCiri,ES, PR'iCTICE AND LAW 

In these figures, it is noteworthy that as compared to 

1945- 46 the rise ni the index of industrial raw materials in 

1946- 47 is more than twice that of the general index over 
the same period. 

Various factors arc responsible for a decline in produc- 
tion and a rise in the geneial index in 1946-47 over that 
of the pievious year^ The mam factors are political un- 
certainty, inadequacy of capital equipment, frequent" strikes 
and labour unrest, Government’s taxation measures and 
the uncertainty of Government’s policy in lespect of many 
important controls Another contributory factor was the in- 
crement ill wages and allowances which had to be conceded 
in many cases as a result of demands put forth by labour. 

With a view to check mfiation, certain measures were 
introduced Government continued to encourage small 
savings. The reduction 111 defence requirements also 
enabled them to release larger quantities of essential 
raw materials and consumer goods for civilian production 
and consuni]ition. Import restrictions were also consi- 
derably lelaxed. But all these measures failed to bring 
prices under control. Again, on Seiitember 30, 1946 when 
the Defence of India Act expired, many war-time controls 
including the Hoarding and Profiteering (Preyention) 
Ordinance and the Consumer Goods (Control and Distri- 
bution) Order were allowed to lapse. In the resulting 
circumstances, Government appointed in February 1947 the 
Commodities Ptices Board for the purpose of keeping under 
review the movements of commodity prices and advising 
Government in regard to prices of controlled commodities 
and on the question whether other commodities also should 
be brought under control. In determining price levels, 
the Board is expected to ta^:e into account such factors as 
cost of production, current prices in relation to pre-war 
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price levels and their bearing on other commodities, and 
also to explore possibilities for a reduction in cost of living. 
The first list of commodities referred to the Board for exa- 
mination included food-grains, cotton and cloth, to be fol- 
lowed later by other articles such as non and steel and 
cement. 


Exchange Control 

The basic principles underlying exchange control con- 
tinue to be what they were during the war. The powers 
granted under the Financial Provisions of the Defence of' 
India Rules were letained with certain modifications in the 
Foreign Exchange Regulation Act, 1Q47. Under this Act, 
transactions in foreign exchange, a.s during the war, are 
confined to lianks authorized to deal in foreign currencies 
on such terms and conditions as laid down by the Reserve 
Bank, which is the exchange control authority in its capa- 
city as agents of the Government of India. The new Act 
has imposed an additional restriction by prohibiting tran- 
sactions with any person resident outside India, even though 
within the sterling area This, however, has not as yet 
introduced any change in the exchange control system in 
actual practice as on the day the Act came into operation 
the Reserve Bank issued notifications giving general per- 
mission for payments within the sterling area. 

The Act confers wide powers on the Central Government 
and the Reserve Bank to control transactions in foreign 
exchange and securities and the import and export of bul- 
lion and currency notes. How this control will be exercised 
will naturally be determined by the policy of the Govern- 
ment of India. The balance of payments position of the 
country as also Government’s obligation in regard to the 
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International Monetary Fund will again largely influence 
Ihib policy. 


. , Sterling Debt 

India’s sterling debts which stood at about Rs 469 crores 
at the outbreak of the war in 1939 was reduced to about 
91 crores by March 1943 By March 1947, it further de- 
clined to about 59 crores. A total amount of ;£324 million 
of sterling debt has been repatriated between April 1937 
and March 1947 at the purchase value of £322 million or 
Rs 430 crores. Of this amount, stock.s of the value of 
'Rb 157 crores have been caneelled and rupee counterparts 
issued in respect of the balance of Rs 273 crores. 

The repatriation of sterling debt has undoubtedly been a 
mea.sure of great benefit to India. vSIie is now a creditor 
country. To the extent that the liquidation of the sterling 
debt has not been effected by the creation of rupee counter- 
parts, theie has occurred a reduction in the national debt 
and a saving in interest. Even to the extent that the debt 
has been tiaiisferred from without to within India by creat- 
ing rupee counterparts, it will mean that the amount paid in 
interest will remain within the country and augment 
national wealth. Finally, the pressure which until before 
the war used to be exerci.sed on our exports to meet the 
service of 'Home Charges’ will be lelieved, and we should 
be placed in a relatively favourable position in the' 
foreign exchange market and in regard to foreign trade. 

Sterling Assets 

The sterling assets of the Reserve Bank increased from 
Rs 114 crores in December 4939 to Rs 1694 crores in June 
1946 In June 1947, they declined by Rs 128 crores to' 
Rs 1566 crores. The huge accumulation of sterling assets 
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during the war and immediately thereafter was due to the 
expenditure by the Government of India on behalf of the 
Allied Governments in this country reinforced by a favour- 
able balance of trade and the system that was adopted for 
financing these transactions. The decline in sterling assets 
during 1946-47 has been brought about by a cessation of 
Goveriinient’s wai expenditure' and a reversal in thei 
balance of trade position 

The sterling balances constitute about the .entire foreign- 
exchange reserve of this country. They liavc been accii- 
ninlated at the cost of great piivation and liaidship borne 
by the peo]ile of this country during the 3'eais of the war. 
India depends on these balances for mipoiting the necessary 
capital equipment for implementing schemes of economic 
development aimed at iinpioving her depressingly low 
standard of living The question of a satisfactory and' 
early settlement ot these balances is, therefore, of vital 
significance to India, Preliminary talks ot an exploratorj'' 
nature liave already been initiated between the officers of 
the Finance Department and the Feserve Bank on the one 
hand and those of the British Treasury and the Bank of 
England on the other. 

Empire Dollar Poop 

In a communique issued in October 1946, the Govern- 
ment of India explained their po.sitioii in respect of the 
Empire Dollar Pool and the .Post-war Dollar Fund. From 
the beginning of the war up to March 1946, dollars earned' 
by India amounted to Rs 405 crores and dollans spent over 
the same period aggregated Rs 240 ciores. The net balance' 
111 respect of other hard currency countries such as Canada, 
Switzerland, Sweden. and 'Portugal was 51 crores against 
India during the same period.. The net -surplus that' 
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■accrued on dollar accomil to India ainonnted to Rs 114 
.crorcb at) up to March 1946, and it dwindled to Rs 93 crores 
in Maich 1947. In introducing his Budget for 1944-45, 
llie Finance Member announced that His INIajesty’s Govern- 
ment had agreed to set aside each year as a special case a 
part of the dollars accruing from India’s export surplus to 
the U. S. A specifically Car -marked for India’s post-war 
.develojiment. A separate Fund known as the Post-war 
Dollar Fund was set up, to which a sum of I20 million was 
.credited for each of the years 1943-44 and 1944-45. This 
iunount was to be utih,sed after the cessation of war with 
Japan for re-stocking and capital expenditure in the U S.A. 
India’s purchases, however, were not limited by the 
.amount 111 the Fund, for she could draw' on the Empire 
Dollar Pool for all legitimate import of capital goods. 

The Finance Member announced in his budget speech 
for 1947-48 that the dissolution of the Empire Dollar Pool 
was linked to the over-all final settlement of the issue of 
sterling balances. This question formed a part of the 
negotiations with the British delegation for the settlement 
.of sterling balances. 

The Internationae Monetary Fund \nd the Inter- 
N.vTioNAE Bank ror Reconstruction and„ 
Deveeopment 

Both these institutions -were set up during 1946-47. The 
'first meeting of the Board of Governors of both these 
.organizations ivas held in March 1946 to deal with the 
necessary procedural steps before thej' could commence 
operations. 

In September 1946, the Fund notified its members to 
.coiimiunicate to it, ivithin thirty days, the par, value of, 
llieir currencies, expressed in gold or U.S, dollars, and 
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based on the rates of exchange that prevailed sixty days 
before the Fund Agreement came into effect. The Govern- 
ment of India elicited expert as also public opinion on the 
appropriate rate for the rupee and finally decided that the 
existing par value should be maintained, which, based on 
the rupee-sterling rate of is. 6d. and the sterling /dollar 
parity of 4.03 dollars per pound, works out to Rs 330.852 
per iioo. This par value was accepted by the Fund, In- 
fact, the initial par values of all currencies were those which 
were proposed by members of the Fund, and were based 
on existing lates of exchange. The Fund recognized that 
the initial par values that were proposed might later be 
found to be incompatible with the maintenance of a balanced 
international payments position at a high level of domestic 
economic activity, and thus call for necessary adpistment, 
It was also conceded that steps which might be considered 
necessary to protect a iiiembei from chronic or persistent 
unemployment arising from pressure on its balance of pay- 
ments would be recognized among mea,sures necessary to 
correct a fundamental disequilibrium. The Fund would, 
however, sec that the nece-ssary exchange adjustmeiits ivere 
made in an orderly manner and competitive exchange 
depreciation was avoided 

India was called upon to pay to the Fund her subscrip- 
tion of ®4oo million by ist March, 1947. The amount had 
to be paid partly in gold and partly in rupees. Under the 
rules of the Fund, the gold subscription had to be either 
25 per cent of a country’s quota or 10 per cent of its net 
official holdings of gold and U.S. dollars, whichever is less. 
As the latter was the lower figure, gold of this value was 
transferred to the Fund Of the rupee subscription, a 
certain amount was credited to the Fund’s account with 
the Reserve Bank and the balance was paid in the form of 
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iioii-negotiahle non-interest-beariiig promissory notes con- 
vertible on demand into rupees by crediting the par value 
to the account of the Fund The Fund announced that it 
u’ould be in a position to commence operations and sell 
cnireiicies of niembcrs in accordance with its rules and 
regulations as from ist March 1947. 

Membership of the International Monetary Fund imposes 
•an obligation on a member to maintain orderly exchange 
airangements and to avoid competitive exchange alterations 
and discriminatory currency practices , to conduct exchange 
transactions on agreed parity ; not to jiropose a change in 
the par value of its currency except to correct a funda- 
mental disequilibrium ; to make changes in its exchange 
late only after consultation with tlie Fund and subject to 
the extent of the alteration permitted by the Fund. Section 
5 of Article IV lays down that the Fund will raise no objec- 
tion to a 10 per cent change of the par value of a member’s 
currency and that for a further 10 per cent change, the 
Fund may concur or not but shall declare its attitude 
within 72 hours. In return, the Fund’s resources will be 
at the disposal of a member country in amounts based on its 
.quota to tide over current deficits. When the currency of 
any particular country becomes scarce, the Fund will 
ration the available quantity among members The Fund 
may require members to furnish such information as may 
be necessary for its operation. It may be added that mem- 
bership of the Fund entails no obligations of a permanent 
character. Withdraival from the Fund takes effect as soon 
as the office of the Fund receives intimation of secession. 

As a result of India’s inenibership of the International 
Monetary Fund and the fixing of the par value of the rupee, 
sterling has ceased to be the sole determinant of the external 
value of the. rupee. The Reserve Bank of India (Second 
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Amendment) Act, 1947, passed by the Central Assembly 
in April 1947, repealed sections 40 and 41 of the Reserve 
Bank of India Act which obliged the Bank to buy and sell 
sterling without limit at specified rates, and replaced them 
by a section which requires the Bank to buy and sell 
foieign exchange at such rates and on such terms as the 
Central Government may determine from time to time 111 
conformity witli its obligations as a member of the Fund 
The International Bank for Reconstruction and Develop- 
ment formally commenced business in June ig/|6 In 
October 1946, the Begislative Assembly approved the pay- 
ment of India’s subscription to the Bank and also of her 
continued membership of the Bank and the Fund, Up to 
June 1947, 20% of the Bank’s subscription, that is, 
^So niilhon uas paid, of which the first instalment of 2%' 
or #8 million uas in U.S dollars and the rest m rupees. 

The pmposcs of the Bank arc detailed in Article i of the 
Articles of Agreement as follows . 

(/' To a,ssist in the reconstruction, and development 
of territories of members by facilitating the 
investment of capital for productive purposes, 
including tlm restoration of economies des- 
tioyed or disrupted by war, the reconversion 
of pioductive facilities to peacetime needs and 
the encouragement of development of produc- 
tive facilities and resources m less developed 
countries. 

(ii) To promote private foi-eign investment by means 
of guaiantees or participations in loans and 
other investments made by private investors ; 
and when private capital is not available on 
reasonable terms, to supplement private invest- 
ment by providing, on suitable conditions, 
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finance for productive purposes out of its own- 
capital, funds raised by it and its other 
resources. 

(iU) -To promote the long-range balanced growth of 
international trade and the maintenance of 
equilibrium m balances of iiayiiieiits by en- 
couraging iiitcrnational investment for the 
development of the productive resources of 
members, thereby assisting m raising produc- 
tivity, the standard of living diid conditions of 
labour in their territories. 

(iD)^To arrange the loans made or guaranteed by it 
in relation to international loans through other 
channels so that the more useful and urgent 
projects, large and small alike, will be dealt 
with first. 

(d) To conduct its operations with due regard to the 
effect of international investment on business' 
conditions in the territories of members and, 
in the niiniediate post-war years, to assi.st in 
bringing about a smooth transition from a 
wartime to a peacetime economy. 

To enable the Bank to function properly, it is essential 
that it must maintain close co-operation not only with the 
International Monetary Fund but also with the Economic 
and Social Council and other specialized agencies of the 
United Nations. A joint standing cojmnitlec of the Exe- 
cutive Directors of the Bank with the Executive Directors 
of the International Monetary Fund has been created to 
consider matters of common interest. The Secretaries of the 
Bank and the Fund hfive also been charged with the respon- 
sibility of informing each other of new subjects of mutual 
interest to be considered by the Executive Directors of 
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each institution, and they have ■ been anthonzed to ex^ 
change documents pertinent to matters of joint concern. 

New Rupee Coin 

The Indian Coinage Act of icjod did not permit the< 
minting of coins higher than eight anna pieces in a metal 
other than silver The Act nas amended in April 1947 
so as to permit Government to issue all coins including the 
rupee in any metal. Pure nickel coins were issued in June 
1947 , half and quarter rupee nickel coins were put into- 
circulation earlier. 

Demonitization of High Denomination Notes 
Notes of a denoininatipn higher than Rs 100 were deino- 
nitized under the High Denomination Bank Notes 
(Deinonitization) Ordinance of January 1946. Applications 
for the exchange of high denomination notes received up 
to April 26, 1946 were dealt with in terms of the notifica- 
tion of January 26, 1946 under which the Governor and the 
Deputy-Governor of the Re.serve Bank were authorized to 
allow exchanges up to and inclusive of April 26, 1946. 
Applications received alter this date were considered hy 
the Government of India, the Reserve Bank effecting the 
exchanges subject to their approval. Out of a total of 
Rs 143.97 crores of high denomination notes in circulation 
on nth January 1946, notes of the value of Rs 134.90' 
crores were exchanged up to June 30, 1947. 

Termination of Joint Monetara- Arrangements 
WITH Burma 

. In 1942, under the stress of the Jaiianese war, the Govern- 
ment of Burma as also the Rangoon ofEce of the Reserve 
Batik were moved to India. The responsibility for Burma 
18 
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notes was then transferred from the Reserve Bank to the 
Government of India along with the assets held by the Bank 
as cover against these notes. In 1945 when Burma was 
liberated, currency affairs in Burma were placed in charge 
of the British Military Administration in Burma. The 
Reserve Bank reopened its ofhce in Rangoon in August 1945 
and was appointed bankers to the British Military Adminis- 
tration, With the termination of the military regime on 
January 31, 1946, the Government of Burma took over the 
responsibility for the note i.ssue in Burma, but the Reserve 
Bank continued to function as the agent of the Government 
m currency matters and also as bankers to Government 
and other banks. The currencies of India and Burma, 
however, continued to be linked together by the facilities 
for the free exchange of Burmese and British India currency 
tiirough the Reserve Bank. The Burmese Government 
decided in June 1946 to sever this currency link and estab- 
lish an independent currency to be managed by a Currency 
Board in London as from ist April 1947. Authority was 
taken by an Order-in-Coiincil in August 1946 to amend the 
India and Burma (Burma Monetary Arrangements) Order 
1937 witli a view to terminating the joint monetary arrange- 
ments with India on .six months’ notice. This notice was 
served on ist October 1946, and on its expiration -on 31st 
March 1947, the currency system of Burma was delinked 
fiom that of India, 

The INIoney Market 

Lomg-tom Money Maiket — ^Thc .share and gilt-edged 
market experienced a boom up to about early August 1946, 
when a -break came and a .slump ensued This was fol- 
loived by a great deal of uncertainty and difSdence in the 
markets.'. Many factors contributed toumrds the sharp rise 
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in the price of, equities and gilt-edged such as the Budget 
proposals for 1946-47 including the abolition of the Excess 
Profits Tax, Government’s redemption and conveisioii pio- 
posals, liberal accoiiiiiiodation granted by banks for 
speculative purposes etc. But, as the Report of the Central 
Board of Directois of the Reserve Bank of India for the 
year ended June 1947 points out, ‘From the second week 
of 'August {1946) onwards a decline set in, with the realiza- 
tion that the levels of prices reached were such as Govern- 
ment might be unwilling or unable to sustain, and this trend 
was accelerated by such factors as the outbreak of com- 
munal disturbances in mid-August and the general uncer- 
tainty of political situation which followed the distur- 
bances ’ In Calcutta, there was even a short-lived banking 
crisis mainly aftecting the non-scheduled banks The 
Reserve Bank Report adds that while this was the immediate 
cause of the decline, the levels that security prices had 
attained were the result of a combination of inflationary 
factors and indicated a vulnerable position. Owing to the 
general lack of confidence engendered by the political 
situation, investment demand was lacking and there was 
some mthdiawal of funds from banks necessitating the 
sale of securities by the latter to replenish their cash 
reserves. Although this lack of confidence was mainly 
the product of political developments and could not be 
counteracted actively through monetary factors, the 
Reserve Bank supported the market on a substantial scale 
to help maintain security prices and ‘stabilize the banking 
and financial structure generally at levels which there was 
a reasonable prospect of holding. This produced a steady- 
ing influence on the money market and the banking 
system’. 
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. Sliot-teiin Money Maiket . — Conditions in the money 
market during 1946-47, unlike in previous years, were 
generally more stringent. Anqthcr noticeable featuie was 
the return to some extent during 1946-47 to the pre-war 
pattern of alternating slack and busy seasons. The 
Reserve Bank rate and the Imperial Bank Huiidi tale re- 
mained unchanged at 3 per cent dm mg 1946-47. The inter- 
bank call money rate iiommally remained around J2 per 
cent during the greater part of the year From March to 
June 1947, a larger supply of loanable funds ivas reported 
to be available ; but as the banks were following a cautious 
policy, there, was no marked effect on the call money rate 
Three-month deposit rate 'varied between and J}i per 
cent. The Treasury Bill rate has averaged at a little less 
than ji per cent. 



PART IV 

BANKING PRACTICE AND LAW 




CHAPTER XXIII 
BANKER AND CUSTOMER 
Definition of a Banker 

The term ‘bank’ or ‘banker’ has not been clearly defined 
in either any Indian or English statute. Section 3 of the 
Negotiable Instruments Act says that ‘banker’ includes 
also iDcrsons or a corporation or company acting as bankers. 
Section a of the Bills of Exchange Act says that ‘banker’ 
includes a body of persons -whether incorporated or not who 
carry on the business of banking. Neither of these defini- 
tions is, however, helpful. The most accepted definition of a 
banker is that given by Dr H. E. Hart m his book, Law 
of Banking : ‘A banker is one who in the ordinary course 
of his business honours cheques drawn upon him by persons 
from and for whom he receives money on current accounts’ 
The opening of current accounts to be drawn upon oy 
cheques is thus an essential condition of a bank or banker. 
The definition of a banking company as provided in the 
Indian Companies Act is, however, not very satisfactory. 
Section 277"P defines a ‘banking company’ as a company 
which carries on as its principal business the accepting of 
deposits of money on current account or otheiwise, sub- 
ject to wdthdrawal by cheque, draft or order, notwithstaiid- 
ing that it engages in addition in any one or more of the 
seventeen forms of business enumerated in that section. 

Definition of Cus-tomer 

There exists as yet no legal definition of a customer. 
According to a view expressed by Sir John Paget, in order 
to constitute a customer of a bank, a person has to 
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batisfy IwO' conch 1 ] 011b • la) tliat tliere is to be some recogijiz- 
iiblc course of habit of dealing between him and the^bank, 
and (b) that transactions are to be in the natine of regular 
banking business. The fiist attribute, commonly referred to 
a.s the ‘duration theory’, is no longer considered to be an 
■essential pie-requisite of a customer In Commissioners of 
Taxation vs. English Scottish and AusiiaUan Bank, it was 
held that, ‘the Avord “customer” signifies a relationship in 
which duration is not of tlic essence' A person whose money 
has been accepted by the bank on the footing that the bank 
undertakes to honour cheques up to the amount standing to 
his credit is a customer of the bank in the sense of the 
.statute (Bills of Exchange Act) irrespective of whether his 
Oonfiexion is of short or long standing’. This is a decision 
■bf the Privy Council and therefore binding upon court, s in 
India. It is, however, necc&saiy that a customer should 
fulfil the second requirement mentioned by Sir John Paget. 
In contradistinction to casual services rendered by a banker 
to persons who have opened no account with him, a 
■customer’s dealiigs with him must be of a banking nature. 
Thus, if a jierson occasionally goe.s to a bank, and buys 
.stamps, gets cheques cashed, or deposits valuables for safe 
custody, he does not thereby become a customer, qs these 
.services are not in the nature of regular banking business. 
In the case just mentioned, it was also .stated, in reference 
to the definition of a customer, that ‘the contrast is not 
between an habitue and a nerv comer, but between a person 
for whom the bank performs a casual service, for example, 
ca,shing a cheque for a person introduced by one of their 
customeus, and a person who has an account of his own 
at the bank'. The consensus of opinion appears to be that 
, the opening of a deposit or current account' is a necessary 
• Condition for a person to become 'a customer. ' 
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The Relation Between a Banker and his Customer 

A hankei u not a meie tnistee. — ^Tlie relation between 
n iDanker and Ins customer is piiiiiarily that of a deb- 
tor and a creditor, with the added obligation on the 
part of the banker to honour the ciistoniei’s cheques 
up to the amount of his credit balance ,on current 
account, or up to the limit of any overdraft Avhich 
the banker may have agreed to allow. The banker 
IS neither a trustee of the money left with him, nor 
an agent. responsible for its disposal, unless, of 
course, he specially undertakes duties which make 
him both an agent and a trustee .for his customer. 
As slated in Fohy vs. Hill, money, when paid into 
a bank, ceases altogether to be tlie money of the 
principal. It is at the absolute disposal of the 
banker to do with as he pleases, subject to his 
undertaking to repay the amount on demand, or in 
the case of a deposit account, after stipulated notice 
]ia.s been given. The banker, thus, is not an agent, 
but only a debtor. , . 

Demand ]oi icpaymcnl neccssaiy . — In Joaclximson 
vs. Saviss Banking Coiporation, it was decided that 
life debt due by a banker difters from ordinary 
commercial debts 111 one important respect. Where- 
as in the case of ordinary debts, a request for 
payment is not necessary before a creditor can take 
steps to enforce payment, a demand on the bank for 
repayment is necessary before the debt owing to a 
customer becomes what is known as ‘actually and 
accruing due’, and so recoverable in law. This 
distinction ivas probably intended to afford some 
protection to the customer for,, in the absence of 
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such a condition, a banker could repay the full 
amount of the customer’s credit balance at any time 
or at any place, and thus summarily close the 
account without reasonable notice and thereby 
possibly injure the customer’s ‘credit through sub- 
sequent dishonouring of his cheques 
3. The Cuirent, Account and the IJmilation Act. — The 
decision in the case of Joachimson vs Siviss Bankfeig 
Coipoiaiion has an important bearing on the effect 
of the limitation Act on the debt owed by a banker” 
to his customer The Act provides that an action 
to enforce a simple contract debt iiiufet be coin- 
iiienced before the expiration of three years from 
the rime when the right of action first arose The 
right of action arises on an ordinary debt from the 
date when the debt is payable, or from the date of 
the last written acknowledgement oC the debt, or 
of the last payment on account of the principal or 
interest thereon In the case of a debt due by a 
banker, therefore, the Limitation Act will not begin 
to run until the customer has made a specific 
demand for repayment. 

This principle, how^ever, does not apply in the 
reverse case where the customer is indebted to the 
bank. Such a debt is recognized as an ordinary 
debt. And the customer cannot be sued for repay- 
ment of a debt if, for three j'-ears after the date of 
any advance, he has not made any acknowledge- 
ment of the obligation or repaid any part of what 
is due, or paid any interest thereon, and the bank 
has failed to commence proceedings for recovery. 
But the Act does not prevent a banker from obtain- 
ing payment by retaining and realiz,ing any 
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securities of the debtor which have come into lus 
hands in the ordinary course of business 
App'iop)iation of payments . — If a customer has several 
accounts with a bank, he may stipulate that the 
funds paid in by him are to be placed to the credit 
of any particular account or accounts, or he may 
insist that they are to be applied for meeting a 
particular bill or cheque. If he does this, the 
banker must appropriate payment as directed by 
the customer. If no such appropriation is made 
by the customer, the banker has the right to apply 
funds paid in to lessen or wipe off any debt owed 
by his customer including even a statute-barred 
debt. 

Ill the case of a single current or running account, 
in the absence of any specific appropriation by the 
debtor or the creditor, the law appropriates the 
payment. And accoiding to law, it is the first item 
on the debit side that is discharged or reduced by 
the first item on the credit side. This is known as 
the Rule in Clayton’s case, w'hich applies only in 
the case of a current or running account. 

This rule is of great importance in its bearing 
upon the rights of a banker, say, under a guarantee, 
or against a deceased’s estate, or against a piartiier- 
ship whose constitution has changed For example, 
if an account is allowed to be operated even after 
a guarantee securing that account has been deter-i 
mined, any payments into the account subsequent 
to the determination of the guarantee, will reduce 
the lability of the guarantor, and to that extent 
the banker’s right, against the guarantor will be lost. 
To safeguard himself against the operation of the 
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Rule III .Clayton’t ctise, ii bfuiker nbually ■ breaks the 
account, that is, discontinues the old account and 
opens a new one and informs the ' customer of the 
new arrangement. 

5. Buiifec)'? obligation to pay Customoi's cheques — It is 

one of the primary obligations of a banker to 
honoui his customer’s cheques to the extent of the 
customer’s balance on current account or up to the 
amount of an agreed limit if an overdraft has been 
granted, provided that the cheques are presented 
Avithin a reasonable time after their dates of issue. 
There is no legal definition of what constitutes 
reasonable time within which cheques should be 
presented for payment. In India, by custom, a 
cheque presented six months after its date of issue 
is considered a stale one. The banker should have 
reasonable time for crediting amounts before they 
can 1ie drawn against. Thus, he is not bound to 
credit to a customer’s account cheques and drafts 
.before they are rcali?.ed, or at least honour his 
customer’s cheiiues drawn again, st checiues and 
drafts deposited by the customer into his account, 
before the latter are realized. If a banker should 
without cause- or justification dishonour a customer’s 
cheques he would be lialile to compensate the cus- 
tomer for injury to liis credit {Maizetti vs. 

6, ' The BankeR.s Right oj Sei-Ojf.- — As a general rule, a 

debtor is entitled at .law to ‘set-off’ against the 
;dfeibt which he owes any amount which is due to 
hnn by the creditor, that is, he may combine the 
credit and tlie debit in order to determine his net 
liability, provided that the debts are both sums 
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certain, due as between the same parties in the 
same right, and provided also that there is nO' 
express or implied agreement or understanding to 
the contraiy. 

If, therefore, a customer has two accounts in the 
same right, one in credit and the other in debit; 
then unless there is an agi cement, earinarking, or a 
couise of business indicating an obligation to keei> 
the accounts separate, a banker is entitled, on giv- 
ing leasonable notice to the customer, to .set-ofF 
any credit balance against any debit balance and tO' 
combine the accounts in order to determine the net 
liability of the customer to the bank. 

At one time it was thought that two such accounts 
could be combined at any time, without giving 
notice to the customer — a principle W'hich was up- 
held in the case of Gainclt vs. McKexvan. Now, 
however, a banker who, in consequence of having 
combined a credit balance with an ovcrdiaft, dis- 
honours his customer’s cheques without reasonable 
notice, will probably render himself liable to an 
action for damaging the customer’s credit, and 
one judge has gone so far as to suggest that the 
cu.stomer’s consent must be obtained before two 
separate accounts can be combined. The giving if 
notice does not, of course, necessarily mean that 
the customer’s consent is obtained. 

The necessity for giving notice does not arise if 
the customer's account is stopped by his death-, 
bankruptcy, or insanity, or by the service of a 
garnishee order, for then the banker may at once 
conibine the accounts in order to determine the net 
liability of the customer’s estate to the bank. 
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It IS extremely important to observe that only 
accounts in the same right can be combined. But 
an account, the heading of which indicates that it is 
a trust or agency account, for example, a Football 
Club account cannot in any circumstances be the 
subject or be set off against any other account of 
the same customer (unless there should be two of 
such accounts in the same right). 

For similar reasons, a banker cannot claim to 
set off a partner’s credit balance against a debt due 
by his firm, or vice versa. Nor can he combine the 
jirivate account of a customer with an account upon 
which the customer appears as one of the parties, 
nor a debit or credit balance on the account of a 
deceased emstomer against a credit or debit balance 
standing in the names of his executors or adminis- 
trators. 

7. Bankei’s Hen . — In Biandao n.?. Barnel.t, it ivas stated 
that ‘bankers most undoubtedly have a general 
lien on all securities deposited with them as bankers 
liy a customer, unless there be an express contract 
or circumstance that shows an implied contract 
inconsistent with a lien’. A banker’s lien is also 
an implied pledge, which not only entitles him 
to retain, but also to realize securities of his cus- 
tomer in case of default after due notice has been 
given. The right of lien will be excluded if the 
securities come into the banker’s hands m any 
capacity other than that of a banker, and also if 
there is an express or implied contract negativing 
the lien. Thus, no lien arises in respect of docu- 
ments or valuables left inadvertently with the 
banker, or of securities placed m his hands with 



BANKER AND CUSTOMER 


2S7 


the object of covering an advance which is not 
granted, or deposited with him for a special pur- 
pose only. 

A banker’s lien is mainly important 'in connexion 
watli negotiable securities which come into lus 
hands, usually for collection, in the ordinary course 
of business, such as cheques, bills, notes, bearer 
bonds and share warrants to bearer. 

A Bankei’s duty of secrecy . — A banker is bound not 
to msclose the state of his customer’s account 
‘except upon reasonable and proper occasion’ 
{Hardy vs. Veasy)^ or by an order of the Court. 
In Tom^ner vs. National Provinciah Bank, four 
reasonable and proper occasions were mentioned, 
when disclosure by a banker was considered 
permissible : 

(a) where there is compulsion of the law ; 

(bl where there is a duty to the public to disclose, 
for example, if a banker should know that 
his customer is guilty of an offence such 
as trading with the enemy during war ; 

(c) where interests of the bank require disclosure, 

as in an action against a customer for 
an amount due , 

(d) where disclosure is made wUli the express or 

implied consent of his customer, 

The practice among banks of giving each other 
‘confidential opinion’ concerning the credit and 
standing, of customers is so pievalent that a banker 
■would probably be enabled to claim *that, when 
a customer opens his account, he gives his implied 
consent to this practice. If such opinion is given 
honestly and without malice, a banker will have an 



gSS BANKING PRrNCH*I,hS, PR VCTICIC 'AM) RAW 

abboUite defence on the gi'ound of privilege. 
g. Go'/nishee order. — garm&hee order i& an order of the 
CotirL, obtained by a judgement creditor, attaching 
funds in the hands of a third party who oives judge- 
ment debtor money, and warning the third party 
(the garnishee) not to release the money attaclied 
until directed by the Court to do so. The garnishee 
should not pay over any funds until an order nisi 
(which means unless) is made absolute ^ as it is 'only 
payment under the latter uhich gives the garnishee 
an effective discharge against tlie judgement debtor 
' A garnishee order attaches debts due or accruing' 
due. The tollowmg debts are attachable, namely ; 

{a) deposit account repaj’able on demand ; 

(b) deposit account lepayable on fixed notice 

irhich has been given ; 

(c) deposit account repayable at a fixed future 

date or after tlie lapse of a specified time. 

A garnushce order nisi gives tlie judgement- 
creditor an eciuitablc charge upon debt ; when the 
order is made absolute, he can realize the charge. 

' A garnishee order binds the whole of the balance 
standing to the credit of the customer’s - account 
(including uncleared cheques paid to credit as 
cash) at the time tlie order i.s served, even though 
the balance is more than sufficient to ' satisfy the 
garnishee order ; and until the order is withdrawn,, 
no further cheques can be paid out of the account— 
not even cheques issued prior to the service of the 
order on the bank. The banker should inform the 
customer after receipt of the garnishee order and 
’ return cheques as ‘account attached’. 
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Money paid into credit after the service of the 
garnishee order is not attached. Therefore the 
order has no effect on an overdrawn account. But 
It is better for a banker to open a fresh account 
after receipt of the garnishee order. 

In respect of a joint account, a garnishee order 
against one of the parties does not attach the balance 
on such a joint account. 

10. Closing an account . — ^This phrase is used to denote 
the final severance of relation between the banker 
and his customer by the withdrawal of the 
customer’s balance in the banker’s hands, either on 
the initiative of the customer or at the request of 
the banker. 

A customer may at any time close his current 
account with a bank by withdrawing the balance 
if the account is in credit, or by paying the banker 
his dues, if the account is overdrawn. 

A banker is not entitled to close an account 
summarily without giving such reasonable notice as 
will obviate any damage to his customer’s credit. 
The correct procedure is to advise the customer in 
writing that no further credits to liis account will 
be- accepted and that he should withdraw any 
balance standing to his credit, subject to his leaving 
with the banker sufficient money to pay outstand- 
ing cheques. 

A banker is bound to stop an account in the 
event of (a) the death, insanity or bankruptcy 
of a customer, of, in the case of a limited: 
company, the notice of voluntary liquidation 
or of the making of a winding-up order ; 
(f| the service of a garnishee or other order 
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of the Court ; and (c) notice of an asssignment 
to a third party of the balance standing ui the 
customer’s favour. 

11. Cha.rges.~-K banker is entitled to charge inteiest on 

loans, either by expre.ss agreement or by right of 
custom. Further, owing to the practice of bankers 
of adding the interest to the principal debt every 
half year, the banker is enabled to charge com- 
pound interest The banker also, usually charges 
by custom an incidental charge on unremunerative 
accounts. The charge is small and varies from one 
bank to another. 

12. The Pass Book . — ^The pass book, or passage book as 

it was formerly called, is given by a banker to his 
customer, and is for the purpose of showing the 
exact .state of the customer’s account with the 
banker. The real effect of entries in the pass book 
has not yet been satisfactorily determined. Sir 
John Paget contended that the proper function of 
a pass book ‘is to constitute a conclusive, unques- 
tionable, record of the transactions between banker 
and customer, and it should be recognized as such’. 
In actual fact, the position is very far removed from 
this. In the U. S. A., the position from the 
banker’s standpoint is more satisfactory as a duty 
has been imposed upon the customer to examine 
his pass book In Moigan vs. United States 
Mortgage and T'lust Co , it was decided that ‘the 
depositor who sends his pass book to be wnitten up 
and receives it back with his paid cheques as 
vouchers is bound to examine the pass book and 
vouchers and to report to the bank without unreason- 
able delay any errors which may be discovered’. 
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Entries fiom the Customer’s Standpoint — An entry in a 
pass book in favour of a customer is piinia jade 
evidence against the banker, but is not conclusive 
•evidence, and the banker is not therefore debarred from 
endeavouring to prove that any entry is an erroneous one. 
.Where an entry showing a payment to a customer’s credit 
has been made in a pass book in error, and the customer, 
relying upon that credit, has drawn cheques against it or in 
some other way altered his position, the banker will be 
bound by that eiitiy. But if the customer’s position has not 
been altered by the entry, the banker is at liberty to show 
that the entry was made by mistake. In Ak)okert Mines 
Lid. vs. Economic Bank, it was held that 'the pass 
book . . belongs to the customer and the entries made in 
it bv the bunk arc statements on which the customer is 
■entitled to act’. 

Since it is essential that the customer should establish his 
bona jidcs in taking advantage of a ivrong entry, it would 
not be easy, as a general rule, for an ordinary business man 
to e.stablish bis case. But the position may be different in 
the case of a private individual, wlio may be honestly 
misled by ivrong entries in the pass book. 

Entries l)om the Baiikci’s Standpoint . — ^The conflict 
in legal opinion is so marked that it is impossible to 
give any clear exposition of the effect of pass book 
entries in the banker’s favour. All that can be said from 
cases decided in Bnglish courts is that before a customer 
■can be estopped from denying the accuracy of his pass book 
•entries, he must have been guilty of such negligence as to 
cause the banker’s position to be detrimentally affected, or 
the customer must have acted in such a manner as to indi- 
cate that he had treated the account as a definitely settled 
account. It remains to consider what constitutes a suffi- 
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cient degree ol negligence, and what amounts to a settled 
account. In Chatterlon -vs. London & County Bank, it was 
held that a banker had no right to infer that a customer 
had even looked at his pass book, though the pass book 
had been received by him, items licked ofi, and the pass 
book retiuued without comment to the banker. It this 
view IS correct, the question of contributory negligence on 
the customer’s part can hardly arise. 

The point as to what can be considered a settled account 
was raised in Vaghano Bios. -vs. Bank of England, but no 
satisfactory conclusion was reached, though the trend of the 
judgement seemed to indicate that the passing to and fro of 
a pass book did imply some sort of a duty on the iiart of 
the customer to examine it ; but it was not considered that 
the examination of an account by the customer and the 
return of the pass book was conclusive evidence of a settled 
account and that thereby the customer would be estopped 
from disputing the accuracy of the entries 

In no case is the banker justified in withholding from 
his customer any amount received for his credit, but omitted 
to be shown in the pass book, on the plea of acquiescence 
on the part of the customer. 
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agent, including an infant and an undischarged bankrupt. 

Minors, or injaiiis — ^Under the Indian law, a person is a 
minor until he completes his eighteenth year, unless, before 
he is eighteen, a guardian of his person or propeity is 
appointed b3' court, in which case minority extends up to 
the age of twenty-one Under the English law, all peisons 
below tbe age of twenty-one are minors or infants. 

A banker may, without risk, allow an infant to open an 
account and draw cheques upon it so long as it is in credit. 
The account, however, should not be alloived to be over- 
drawn ; for inonej' lent to an infant cannot be recovered, 
even if be has given a security 

As a general rule, a minor can repudiate all his contracts 
_^t his option. Thus, if an advance is given to an infant, the 
transaction is void and the banker will be unable to succeed 
in an action for repajunent of the money, or to retain or 
realize any securities deposited by a minor m respect of the 
advance. If a third party should have given a guarantee 
or deposited a security for an advance given to a minor, 
the bankei will be able to enforce lii.s rights against the 
third party. 

Sometimes bankers, instead of opening accounts in the 
names of minors, do so in the namc.s of parents and 
guardians, marking the accounts so clearly as to Indicate 
that they concern minors. 

An infant can act as an agent and bind a piincipal, so> 
that a banker is safe in accepting a written authority em- 
powering an infant to draw or indorse cheques and bills or 
to overdraw his principal’s account. An infant may also 
act as a paitner in a firm with power to bind his co-partners, 
but it is not desirable to allow an infant to operate a 
partnership account unless specific authority' is olitained 
from the other partners. 
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Married women . — ^Current accounts may be opened in the 
name of a married woman, for she has power to draw 
cheques and give sufecient discharge. She can make con- 
tracts, and sue or be sued upon them, but the person suing 
her, for example, a banker who has given her an advance, 
has no personal remedy against her in respect of the 
advance, but only a remedy against her separate property. 
A banker should, however, be careful in giving her any 
loan or advance, for even if she has separate property — or 
stri-dhan as it is known among Hindus — ^the property 
can be settled on her in such a way that she may only use 
the income, and not touch the corpus nor anticipate the 
income. 

If a married woman incurs debts, she cannot make her 
husband responsible for them unless she acts as his agent, 
or borrows for her necessaries or the necessaries of the 
household. 

Joint Accounts . — Current accounts may be opened in the 
name of two or more persons who are not partners. The 
banker should take a mandate signed by the persons open- 
ing, a joint account embodying instructions how the account 
is to be operated, how cheques and bills are to be endorsed 
and signed, and clearly, setting forth how the balance is to 
be disposed of in the event of the death of any of the 
parties. 

Unless the parties specially delegate their authority to 
sign cheques to one or some of them, all cheques, bills and 
other instructions must be signed by all the parties. On the 
death of any party to a joint account, the balance vests in 
the survivor or survivors, but such .survivor or survivors is 
or are in the position of trustees with regard to any portion 
of the funds which properly belong to the deceased’s estate; 
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and it will therefore save trouble -to the banker to have the 
matter clearly stated 111 the mandate. 

The banker should also obtain an undertaking from all 
the parties to be jointly and severally responsible for any 
overdraft. This is essential, for in the absence of such an 
undertaking, the parties will only be liable jointly, that is, 
on the death of one of the parties, his estate will be freed 
from liability, and only the survivor or survivors will be 
responsible for the repayment of the advance. 

Bankmpis . — ^As soon as a banker gets an intimation that 
his customer has suspended or intends to suspend payment 
to his creditors, or has filed in court a declaration to the 
effect that he is unable to pay his debts, he should stoir all 
business transactions with such a customer. The whole of a 
bankrupt’s property vests m the Official Receiver, or the 
Official , Assignee in Presidency toivns, who administers it 
for the benefit of the general body of creditors. 

Special care should be taken in the case of undischarged 
bankrupts who are subject to a number of disabilities. The 
important among these are (a) that the property of a 
bankrupt is prima Jacie vested in his trustee ; (b) that he 
cannot obtain credit for more than fifty rupees ; and 
(c) that a banker must not conduct an account for a person 
whom he knows to be an undischarged bankrupt 'without 
due intimation to the Official Receiver or the Official 
Assignee. 

All transactions with an undischarged bankrupt in respect 
of property, real or personal, acquired after adjudication, if 
completed before any intervention by the trustee, shall be 
valid against the trustee. The risk of opening an account 
with an undischarged bankrupt is, however, great inasmuch 
as -it may not be easy to find out what is and what is not 
after-acquired property. 
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Partnerships . — ‘A parlnersWp,’ according to Section 4 
«of the Indian Partnership Act, ‘is the 1 elation between 
persons who have agreed to share the profits of the business, 
earned on by all or any of them acting for all’. In the 
past, a partneiship had to observe no formalities, .such as 
registration. Since the putting into effect of Sec. 58 of the 
Indian Partneiship Act, 1932, partnerships can now be 
registered so that persons dealing with them may now 
secure information about the composition of such iiartner- 
ships. 

Every partner has implied power to bind the firm by 
■opening an account in its name and by drawing, indorsing 
or accepting bills of exchange, except as to any person who 
has notice that a partner is restricted from so acting. 
A banker may, therefore, open an account in the name of 
n partnership firm 011 receiving an application from any one 
partner. Yet no banker should open an account m the 
name of a firm consisting of .several persons, or pay cheques 
or honour other instrunients bearing the signature of one 
partner, without taking a mandate, signed by all the part- 
ners authorizing the opening of the account and specifying 
the manner of operating thereon. As a rule, the mandate 
will also contain an undertaking by all the partners to hold 
themselves jointly and severally liable for any overdraft or 
loan granted to the firm. All partners must also sign any 
document charging the property of the partnership as secu- 
rity for any loan or overdraft granted to the firm. 

A banker should not open an account on behalf of a film 
in the name of a partner without proper enquiry. 
Sec. 19(2) (b) of the Partnership Act says that, in the 
absence of any usage or custom to the contrary, the implied 
authority of a partner does not empower him to open a 
banking account on behalf of the firm in his own name. It 
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is expedient, therefore, that a banker should aUrays open 
a film’s account in the firm’s name. 

A banker should not accept any cheque payable to the 
firm tor credit to the private account of a partner without 
the permission of the other paitners. He is not, however, 
necessarily put on inquiry if a partner draws a cheque in 
his favour on his firm’s account and sends it foi the credit 
of his personal account. 

In the event of tlie retirement of one or more partners, 
the liability of such persons ceases in so far as future tran- 
sactions are concerned. If, however, no notice of such 
retirement is given, the retiring partner or partners will 
continue to be liable for advances made even after retire- 
ment. Sec. 32(3) of the Partnership Act says that ‘not- 
withstanding the retirement of a partner from a firm, he 
and the partners continue to be liable as partners to third 
paities for any act done by any of them which would have 
been an act of the firm if done before the retirement, until 
public notice is given of the retirement ; provided that a 
retired partner is not liable to any third party who deals 
with the firm without knowing that he was a partner’ On 
the retirement of a partner, if the banker does not like to 
relinquish his claiiil against the retiring partner in respect 
of advances made to the firm, he will close the old account 
and open a new one so as to avoid the Ride in Clcuytoiv's 
case. The banker will adopt the same procedure on the 
dissolution, from whatever cause it may be, of a iiartner- 
ship firm. 

Trading Companies.— hi opening an account in the name 
of a trading company or coriioration, a banker should ask 
for a copy of the resolution, passed by the Board of 
Directors, appointing him as banker to the company and 
naming the person or persons authorized to operate the 
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account. Along with the resolution, the banker is snpplied- 
witli the certificate of incorporation and of corainenceiiient 
of business for inspection and return, a copy of the Memo- 
raiiduiu and Articles of Association and a copy of the com- 
pany’s last balance-sheet, certified by the auditor. 

The banker should carefully read the copies of the 
Memorandani and Articles of Association so as to ascertain 
the nature of the busiiie.ss of the company as well as the 
extent of the poweis of the company and of its directors. 
The Articles are subsidiary to the Memorandum, but in the 
Articles aie detailed the rights vested in the directors to- 
exercise the powers of the company as defined in the 
Memorandum. The banker should particularly notice the 
regulations governing the execution and indorsement of 
contracts, deeds, bills of exchange, promissory notes and' 
cheques, ascertain hmv the banking account is to be con- 
ducted, whether or not all acts of the directors must be done 
at a Boaid meeting, and whellier directors can delegate 
authority, and if so, to what extent. 

A trading company has implied bon owing powers for the 
carrying out of the legal objects of the company, even if 
tliese pou'crs aie not explicitly mentioned in the Memoran- 
dum, Usually, however, borrowing powers, willi or with- 
out restrictions, are .specified m the Memorandum and the 
Articles of Association A banker should not, however, 
grant a company an advance without first requiring the 
deposit of a certified copy of the. resolution of the directors 
aiithonzing the overdraft and sanctioning the deposit and' 
the signing of the proposed security. He should also exa- 
mine whether such a resolution and the terms thereof are 
permissible under the Memoiandmn and the Articles of 
Association. It is considered advi,sable that the board of 
directors should pass a resolution on each occasion the com- 
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pany wfslies to borrow. A banker is not required to make 
enquiries as to the purpose for which funds are being 
borrowed, and the advance made cannot be avoided on the 
ground of the funds being misapplied, as long as the banker 
acts bona fide and without knowledge of the imsapphcation. 

Non-Tiading Companies . — These are institutions or asso- 
ciations formed under the Indian Companies Act with a 
view to promote some object such as art, science or religion, 
provided any profits made are not distributed by way of 
dividends to members. In opening accounts of such non- 
trading companies, all the formalities as described in 
■connexion with trading companies have to be observed, 

■ except that they are not required to produce a certificate 

■ of coininencemeiit of business. If an advance is wanted by 
a non-trading company, the banker should examine the 
powers of borrowing and any limitation that may have been 
imposed upon their exercise in the Memorandum and 
Articles of Association. 

The Banker and the Customer's Account . — In opening a 
■customer’s account and allowing him to operate it, the 
banker should be particularly careful in two matters. 
Firstly, he should not open an account without obtaining 
satisfactory references about the customer. Secondly, he 
should be particularly careful in granting advances. If 
proper references have been taken before the ' account is 
opened and so long as it remains in credit, the banker runs 
-practically no lisk. Before, however, an advance is graifted, 
■the banker must satisfy himself as to the borrowing power 

■ of his customer, the nature of the securities offered and the 
legal means available to him for realizing the securities, in 
.case of default. 



CHAPTER XXV 
BILES OF EXCHANGE 

The; term ‘bill of exchange’ also expresses its meaning. It 
is a ‘bill’ which can be ‘exchanged’, that is, it is a written 
expression of a debt which can be passed from hand to- 
hand and carry with it the right to demand payment of 
the debt 

A ‘bill of exchange’ is defined in Section 5 of the Nego- 
tiable Instruments Act as 'an instrument in writing con- 
taining an unconditional order, signed by the maker, 
directing a certain person to pay a certain sum of money 
only to, or to the order of, a certain person or to the bearer 
of the instrument’. 

Bill and Promissory Noth 

The definition of a bill of exchange is very similar to 
that of a promissory note, but differs in the following parti- 
culars. In the first place, there are in a bill three parties ; 
(a) the drawer or maker of the bill, (b) the drawee to whom 
it is addressed and, if he accepts it, the acceptor, and (c) 
the payee, in whose favour it is drawn. In a promissory 
note, hoivever, there are only two persons, the promisor and 
the payee, but no drawee In a bill of exchange, it is not 
necessary tJiat the three persons .should be three separate 
individuals. One person may become drawer and payee, 
or drawee and payee, or drawer and . drawee. Wliere 
drawer and drawee of a bill are the same persons, the instru- 
ment is still a bill ,of exchange. It is only necessary that 
the three parties must be mentioned in the bill with 
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.certainty. Although the pioiiii.ssory note in its original 
shape beai s no resemblance to a bill, yet when it is indorsed 
It is similar to a bill, for then it is an order by the indorser 
.of the note upon the maker to pay the indorsee. In the 
second place, in a bill there is an unconditional oidct to 
pay, while in a promissory note, theie is an unconditional 
pionuse. 

Essentials of a Eiel 

As its definition implies, a bill must satisfy three impor- 
tant conditions. In the fiist ]ilace, the order to pay must 
be unconditional. An order to pay is, however, not ‘condi- 
tional’ by reason of the time for payment of the amount 
,or of any instalment thereof being expressed to be on 
the lapse of a certain period after the occurrence of a .speci- 
fied event which, according to the ordinary exjiectatioii of 
mankind, is certain to happen, although the time of its 
happening may be uncertain. A bill jiayable out of a 
particular fund is not unconditional, and therefore, invalid, 
because it is not certain whether the fund will be in exist- 
.eiice or prove sufficient when the bill becomes payable, but 
.an unqualified order to pay cottplcd with an indication of 
the fund out of which the drawee is to reimburse himself 
Dr of a particular account to be debited with the’ amount 
is uncondiLional. Thus, an order to pay ‘out of the sale 
proceeds of a piece of land’ is invalid, but an order ‘to 
pay Rs 1,000 to C’ out of account No. II is valid. 

Ill the second place, the sum to be paid must be an 
amount certain. The Negotiable Instruments Act, however, 
says that the sum payable is certain, although it may iii- 
, elude future interest or be payable at an indicated rate of 
.exchange, or be according to the course of exchange, and 
although the instrument may provide that, on default of 
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payment of an instalment, the balance unpaid shall become 
due. 

In the third iilace, the individual to whom direction 
given for iiayment, or to whom payment is to be made 
must be a person certain, A person will, however, be a 
‘certain iierson’, even though he may be misnamed or 
designated by description only. 

A bill, it should be noted, is not invalid by reason (a) 
that it is not dated, (6) that it does not specify the value 
given, or that any value has been given for it, or 
(c) that it does not specify the place where it is drawn or 
the place where it is payable. Where a bill expressed to be 
payable at a fixed period after a date is issued undated, 
or where the acceptance of a bill payable at a fixed period 
after sight is undated, the holder may insert the true date 
of issue or acceptance, and the bill is payable according to 
the date so inserted. 

Negotiation of a Biee 

The negotiation of a bill commences only on the issue or 
-delivery of it to a person other than the drawer or drawee. 
If the bill is payable to the drawee or his order, he must 
indorse it ; but mere indorsement does not legally constitute 
negotiation, which coinineiices only with the transfer 
and/or delivery of the bill by the third party to another. 
The principle of negotiation is that the property lu and 
rights connected with the instrument are passed to another 
person, and delivery of the instrument, either actual or 
-constructive, is essential. 

Once any person having a legal light to enter into a 
contract has signed his name on a bill and made delivery 
-of it to another person, he becomes liable for the eventual 
full payment of the bill. Persons who indorse the bill 
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become liable in the order in which tliey have indorsed the- 
bill But each party has a right to proceed against any or all 
^or paities, and is not obliged to ask for payment only 
from the acceptor or the person iininediatcly preceding 
him If any party pays the bill, it entitles him to have it 
delivered to him, and he then acquires all the rights it 
carries against prior parties 

Time of Payment 

The order for the payment of a bill must be made out in 
such a way that the date of iiayinent can be definitely 
ascertained. The date must be actually fixed or be capable 
of being computed from the date of an event uhich is 
bound to happen. Thus, a bill payable at a certain period 
after the death of a person then living is valid ; but a 'bill 
so payable after the marriage of a person is not valid, as this 
is ’an event which is not necessarily bound to happen. 

In respect of the date of payment, there are two classes 
of bill, those payable on demand, and those payable at a 
fixed or determinable future time. Demand bills are those 
which are expressed to be payable on demand, or at sight, 
or on presentation, or in which no time for payment is 
expressed. These bills become due for payment as soon 
as demand for payment is made. These bills carry no' 
days of grace. 

■ The second category of bills is known as time hills. In a 
few cases, time bills may be drawn payable on stated dates, 
after which ^he word ‘fixed’ is added, and they then become 
due and payable on the stated dates. Usually, these billg 
are subject to a slight extension of time which consist, s of 
three extra days known as ‘days of grace’. There is ua 
limit to the length of lime for which a time bill may be 
drawn. In the case of bills payable after sight, the time 
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begins to run from the date of acceptance or if the bill is 
dishonoured, from the date of noting or protesting for dis- 
honour. When a bill is dishonoured by non-acceptance or 
non-payment, it will be presented by a Notary Public who, 
if acceptance or payment, as the case may be, is refused, 
will attach a slip to the bill stating the date of presentation, 
the answer given, the Notary’s charges and his initials. 
This is known as ‘noting’ the bill. At any time once the 
bill has been noted, a legal document is drawn up by the 
Notary and is known as a ‘protest’ 


Titce to a Bir,p 

Any person in possession of a bill is a possessoit, but 
his legal rights will vary according to the conditions under 
which the bill is possessed. He may be a wrongful 
possessor, or a bearer, or a holder either for value or in 
due course, or a wrongful holder. 

A wrongful possessor is a person who has in possession 
a bill affected by forgery. He has no rights under the bill. 

The bearer of a bill is a person who acquires a title to a 
bill transferred to him by delivery only. A bill payable 
to bearer or indorsed in blank is a bearer bill, and can be 
negotiated by simple delivery. Since a transferor by deli- 
very does not sign his name on the bill, the transferee or 
any subsequent holder has no right against him even for 
consideration. But the transferor by delivery will be liable 
for any defective title of the bill inasmuch as he warrants 
to any transferee who gives value for the bill that the 
instrument is what it purports to be, and that he has n 
right to transfer it. If this is not so, as, for example, 
when a forged signature appears on the bill, the transferee 
can sue the transferor for breach of warranty. 

20 
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The holder of a bill is the payee or indorsee of a bill 
who is in possession of it, or the bearer of a bill payable 
to bearer, A simple holder need not have given value for 
the billj and his title to it depends on whether any defect 
exists in it or not. A defect in the bill exists if the 
acceptance, issue or subsequent negotiation of the bill is 
affected with fraud, duress or illegality. 

A holde) for value is the holder of a bill for which value 
has at any time been given, and it is not essential that 
he should himself have given value. His title depends upon 
the same grounds as those of a simple holder except that 
lack of consideration cannot be set up against him save 
by his immediate transferor if in fact he had not given 
value. A holder for value may be an agent for collection, 
or have had the bill transferred to him by way of gift, but 
he can sue in his own name. Where a holder of a bill has a 
lien on it, as in the case of a bill pledged to a bank as 
security, he is deemed to be a holder for value to the extent 
of his security. 

A holder in due com sc is a holder of the highest order. 
He IS a holder who became such for consideration before 
its maturity and without siifEcicnt cause to believe that 
any defect existed in the title of the person from whom he 
derived his title. A holder in due course must satisfy the 
following, conditions : 

(a) that he is a holder, that is, he must be in posses- 
sion of the bill if it is payable to bearer 
or he must be the payee or indorsee, if it is 
payable to or to the order of the payee, and 
the making of the instrument has been com- 
pleted by delivery to the payee or the indorsee. 
He must be entitled to sue in his own name 
on the instrument ; 
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(b) that lie became holder before the amount nieii- 

tioiied in the bill became payable, that is, 
before the maturity of the bill ; 

(c) that he became holder for consideiation. While 

a holder for value need not himself have given 
value for the bill, the holder m due course 
must have done so ; 

(d) that he became the holder without having 

sufficient cause to believe that any defect 
existed in the title of the person from whom 
he received it. 

Forgery of an instrument is placed on a clifterent footing 
from defects in title. A forged bill is no instrument in 
law. Forgery connotes not a defect in title, but an absence 
of it. Thus, nobody can lieconie a holder in due course 
of a forged instrument as it is a nullity at law, although 
in exceptional cases, certain "holders like banks are given 
special statutory protection against forgery of indorsements, 
namely, in respect of crossed cheques. 



CHAPTER XXVI 
CHEQUES 

A CHEQUE is defined by Section 6 of the Negotiable 
Instruments Act as ‘a bill of exchange drawn on a banker 
and not expressed to be payable otherwise than on 
demand'. Combining this definition with that of a bill 
of exchange, we may say 'a cheque is an unconditional 
order in writing addressed by one person to another, who 
must be a banker, signed by the person giving it, requiring 
the banker to whom it is addressed to pay on demand a 
sum certain in money to or to the order of a specified per- 
son or to bearer’. 

The essential conditions that an instrument to be rightly 
called a cheque should fulfil are ■ 

(a) it must be an instrument in writing, the writing 

may be done by any means. But writing In 
pencil may be sent back for confirmation, as 
chances of fraud are greater ; 

(b) it must be an unconditional order to pay. If, 

for example, a cheque has a receipt form 
attached to it with the following words, 
‘provided the receipt form at foot is duly 
signed and dated’; the order is not uncondi- 
tional. But if the instruction is addressed 
to the payee, and not the banker, then the 
order is unconditional ; 

(c) it must be signed by the person giving it. The 

signature may be by the drawer himself or by 
Some person duly authorized by him. The 
signature may also be in a trade or assumed 
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name, but the person so signing is liable as if 
he had signed the instrument in his own name; 

{d) it must be drawn upon a banker. Thus, 
instruments containing orders for payment 
drawn upon, say. Government Treasuries, 
such as, supply bills, are not cheques. 
Drafts drawn by one office or branch of a 
bank upon any of its other offices or branches 
are cheques ; 

(e) it must be for the payment of a certain sum of 

money only. The sum payable is certain, 
although it may include interest at a given 
rate up to the happening of a specified event, 
or drawn in foreign currency and payable at 
an indicated rate of exchange or according 
to the course of exchange. The amount of 
the cheque is usually stated both m figures 
and words. If the two differ, the amount 
expressed in words may be legally paid. 
But it is the practice of bankers to return such 
cheques with the remarks, 'words and figures 
differ’ 

(f) it must be payable to or to the order of a .speci- 

fied person or bearer. A person in law is not 
necessarily a human being. It may be a body 
corporate or a functionary such as a Secretary 
or a Manager. Cheques are sometimes made 
payable to fictitious persons, for example, 
when drawn as ‘Pay Wages’ or ‘Pay Cash’, 
and are then treated as payable to bearer ; 

(g) the sum mentioned in it must be payable on 

demand. 
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The Cheque and the Bill of Exchange 

A cheque is similar to a bill oE exchange except in the 
following respects ; 

(a) it IS supposed to be drawn bn funds in the hands 

of a banker. A cheque is, however, a mere 
order to pay, which the banker may or may 
not accept, subject to all the legal conse- 
quences in case of wrongful dishonour. 

(b) it requires no acceptance ; 

(c) the drawer of a cheque is not discharged by 

failure of the holder to present it in due time 
unless the draw'er has sustained damage by 
the delay ; 

id) when a cheque is not met, notice of dishonour 
is not necessary as in the case of bills. The 
lack of funds in the hands of the banker is 
sufScient notice ; 

(e) a cheque is a revocable mandate, and the autho- 
rity may be revoked by countermand of 
payment and is detei mined by notice of the 
customer’s death or bankruptcy ; 

(/) a cheque may be crossed. 

Dating . — A cheque is not invalid by reason only that it is 
ante-dated or post-dated. Further, a cheque not dated is 
valid, and any holder may insert a date. If a cheque is 
post-dated, it is really not a cheque at the moment, as it is 
not an instrument payable on demand, and, as such, 
resembles a bill, but if it is. presented for payment on or 
after its due date, the paying banker should have no 
objection to paying it. Further, the negotiability of such 
a cheque is not imparied merely because it is post-dated. 
A banker will, however, lose his statutory protection if he 
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pays a cheque before it is due for payment, and must bear 
any loss that may arise out of his action. 

St ah or Overdue Cheques . — ^There is no precise legal 
indication as to when a cheque is to be considered stale or 
overdue. Under the English lawq a bill or a cheque be- 
comes overdue for purposes of negotiation when it appears 
on the face of it to have been in circulation for an 
unreasonable length of time. As to what constitutes an 
unreasonable length of time is a question of fact to be 
determined by the circumstances of each case. There is, 
however, no provision 111 the Negotiable Instruments Act 
rvhen a demand instrument is to be considered overdue. 
In England, a cheque is considered to be in circulation for 
an unreasonable length of time from the point of view of 
its negotiability after the lapse of about ten days or so from 
its date of issue In India, it is the usual practice of 
bankers to regard a cheque as overdue after the lapse of 
six months from the date of issue. 

Material AUeraiions . — ^Aiiy material alteration in a cheque 
must be made with the drawer’s assent, evidenced by his 
signature or initials. The full signature is preferable to 
initials, as initials may be more easily forged. If there are 
twm of more signatures to a cheque, all must join in 
confirmation. 

Material alterations include alterations in respect of date, 
sum payable, place of payment, the name of payee and 
crossing. An ‘order’ cheque may be converted into a 
‘bearer’ one by substituting the word ‘bearer’ for ‘order’ 
by drawer only and by confirming such substitution by his 
signature. But any holder may alter a bearer cheque 
to an order cheque without the drawer’s verification, 

Tf a banker should pay a cheque which has been materi- 
ally altered without the drarver’s confirmation, he will do 
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SO at his own risk. 

Lost Cheques. — ^I£ a cheque is lost, the holder may 
compel the drawer to give him another cheque in identical 
terins by providing to the drawer an indemnity against any 
claims o£ third parties should the lost cheque be £ound 
again. The drawer should not issue a duplicate cheque 
without proper indemnity, for if the cheque is negotiable, 
and the finder transfers it to another person who honestly 
takes it for value, the transferee can compel payment from 
the diawer, in which case the latter will have to pay twice 
over. 

Immediately a cheque is lost, the loser should notify the 
fact to all the parties to the cheque, and also request the 
drawer to give notice to the drawee-banker to stop its 
payment 

Loss of Cheque scut through the Post. — ^The Post Office 
is not liable for any such loss as it accepts no responsibility 
for unregistered letters. The responsibility for such loss 
rests, therefore, on the sender or the addressee. As the Post 
Office is piima facie the agent of the sender, he must assume 
thq risk of his remittance not arriving properly at its 
destination. But if the creditor should have definitely sai,d, 
for example, ‘Please send me a cheque by post’, then 
the Post Office becomes the agent of the creditor, who will 
be liable for loss of the cheque in transit. It is advisable 
for the safety of the parties concerned that cheques sent by 
unregistered post should be specially crossed. 

Crossed Cheques 

Sections 123 and 124 of the Negotiable Instruments Act 
define crossed cheques as follows : 

Section 123. — Where a cheque bears across its face an 
addition of the words ‘and Company’ 
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or any abbi'cviation thereof, between two 
parallel transverse lines, or of two paral- 
lel transverse lines simply, either with or 
without the words ‘not negotiable’, 
that addition shall be deemed a crossing, 
and the cheque shall be deemed to be 
crossed generally. 

Section 124 . — Whore a cheque bears across its face an 
addition of the name of a banker, either 
with or without the words ‘not nego- 
tiable’, that addition shall be deemed a 
crossing', and the cheque shall be deemed 
to be crossed specially, and to be crossed 
to that banker. 

General and Special Ciossing . — From these definitions, 
it will be seen that there are two distinct types of crossing ; 
(a) general and {b] special. A general crossing must in- 
clude two parallel transverse lines written, printed, 
stamped, or perforated across the face of a cheque and these 
lines may be accompanied by any such additions as the 
words Co.’, ‘and company’, 'not negotiable’, ‘account 
payee’, ‘account A. B.C.’, ‘under or not over .... rupees’ 
etc These additional words have certain effects, but they 
are not an essential part of the crossing, nor do they consti- 
tute a crossing by themselves in the absence of the trans- 
verse lines. 

The name of a banker written, stamped, printed or 
perforated across the face of a cheque forms a special cros- 
sing, whether it appears alone or with transverse lines, or 
with or withotit any of the additional words mentioned 
above. 

-Diffe'ient Foims of .Crossing . — ^The following are some 
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specimens of general crossing ; 



The following ai'e some specimens of special crossing : 




Effect of Classing . — ^Unless the words ‘not negotiable’ 
appear along with the crossing, a general or special crossing 
has no effect whatsoever on the full itegotiability of a cheque 
as between different holders. The effect of a general cross- 
ing, in so far as it concerns a banker on whom it is drawn, 
is that he is safe only if he pays the cheque to another 
banker. , The effect of a special crossing is that the banker 
must pay it only to the banker named in the crossing, or 
acting as the agent of another "Sanker. The effect of a cros- 
sing applies equally to a bearer and an order cheque. A 
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crossed cheque payable to a bearer disposes of the necessity 
for indorsement only. 

‘Not Negotiable’ Crossing . — Section 130 of the Negotiable 
Instruments Act says, ‘A person taking a cheque crossed 
generally or specially, bearing in either case the ivords “not 
negotiable’’ shall not have, and shall not be capable of 
giving a better title to the cheque than that which the person 
from whom he took it had’. A ‘not negotiable’ crossing 
does not, make the cheque not transferable, but takes away 
from it the special feature of negotiability If a person takes' 
such a cheque which has been stolen or lost, he cannot en- 
force payment of the instrument, nor can he retain any 
money paid to him upon it as against the true owner, how- 
ever honestly he may have acted and even though he had 
not been aware of the fact that the cheque was stolen or 
lost. If, however, there is no question of defective title, 
the cheque is good for all purposes, and may circulate in 
exactly the same way as a cheque which does not bear these 
restrictive words. 

Account Payee Classing — ^A cheque crossed ‘account 
payee’ or ‘Pay A. B. C. only’, restricts the transferability 
of the cheque. Although such crossing has no statutory 
significance, it must be paid to the payee .specified and to 
him only. A banker should neither collect nor pay such 
a cheque if it bears evidence of having been transferred, 
otherwise the collecting banker will be liable for negligence, 
and the paying banker for disobeying the mandate of his 
customer. 



CHAPTER XXVII 
INDORSEMENT 

'The word 'indorsement’ is derived from the Eatm in do>- 
sum wliich means ‘on the back’. vSection xs of the Negoti- 
,able Instruments Act defines indorsement as follows : 
‘When the maker or holder of a negotiable instrument signs 
■the same, otherwise than as such maker, for the purpose of 
negotiation, on the back or face thereof or on a slip of paper 
annexed thereto, or so signs for the same purpose a stamped 
•paper intended to be completed as a negotiable instrument, 
he IS said to indorse the same, and is called the “indorser” ’. 

Effect of Indorsement 

By indorsing his name on the back of a negotiable instru- 
ment, the indorser guarantees to his immediate indorsee or 
a subsequent holder in due course that at the time it left 
his hands, it was genuine in every respect and that he had 
a good title to it. Ordinarily an indorser binds himself to 
pay only on due notice of dishonour being given to him. 
Section 35 of the Negotiable Instruments Act lays 'down, 
Tn the absence of a contract to tlie contrary, whoever in- 
dorses and delivers a negotiable instrument before maturity, 
without, in such indorsement, expressly excluding or 
making conditional his own liability', is bound thereby to 
every subsequent holder, in case of dishonour by the drawee, 
acceptor or maker to compensate such holder for any loss or 
damage caused to him by such dishonour, provided due 
notice of such dishonour has been given to, or received by, 
such indorser’. 
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CIvASSIfication op Indorsement 
There are four main types of indorsements as under : 

(a) Indorsement %n blank . — If the indorse! signs his 

name only, and mentions no payee, the indorse- 
ment is said to be blank. A negotiable instru- 
ment so indorsed becomes payable to bearer. 
If, however, a negotiable instrument, w^hich 
has been indorsed in blank, is subsequently 
indorsed in full, it cannot be paid except upon 
the indorsement of the indorsee 111 full. 

(b) Special Indorsement . — special indonsement or 

an indorsement m full specifies the person tO' 
whom or to whose order the negotiable instru- 
ment is to be payable. An indorsement in 
blank may be converted into a special indorse- 
ment by writing above the indorser’s signature 
a direction to pay the negotiable instrument to 
8 or to the order of himself or some other person. 

(c) Restnetive Indorsement . — An indorsement is res- 

trictive which prohibits the further negotiation 
of a negotiable instrument or which expresses 
that it is a mere authority to deal with it as 
thereby directed and not a transfei of the 
ownership thereof, for example, an indorse- 
ment to the effect Tay D only’, or ‘Pay D for 
the account of X’. A restrictive indorsement 
gives the indorsee the right to receive payment 
of the negotiable instrument and to sue any 
party thereto that his indorser could have sued, 
but gives him no power to transfer his rights 
as indorsee unless it expressly authorizes him 
to do so. Where, however, a restrictive in- 
dorsement authorizes further transfer, all sub- 
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sequent indorsees take the negotiable instru- 
ment with the same rights and subject to the 
same liabilities as the first indorsee under the 
restrictive indorsenicnt. 

(d) Conditional Indoiscment . — An indorsement which 
makes the transfer of a negotiable instrument 
dependent on the fulfilment of certain condi- 
tions IS called a conditional indorsement. 
Section 52 of the Negotiable Instruments Act 
says, ‘The indorser of a negotiable instrument 
may, by express words in the indorsement, 
exclude his own liability thereon, or make 
such liability or the right of the' indorsee to 
receive the amount due thereon depend upon 
the happening of a specified event although 
such event may never happen’. The endorser 
can either completely exclude his liability or 
otheiwise limit it by making i1# conditional. 
For example, he may exclude his liability by 
indorsing a cheque ‘Pay A or order sans rc- 
cours (or without recourse)’. This stipulation 
releases the indor.ser from liability in the event 
of the cheque being dishonoured, but does 
not release him from liability in respect" of any 
forgery on the cheque before he indorsed it. 
Again, the indorser may make his indorsement 
conditional by making it depend on the hap- 
pening of a specified event which may never 
happen. Thus an indorser may write, ‘Pay 
A or order on his marriage with B’. In this 
case, the indorser will not be liable until the 
marriage takes place, and if B should die, his 
liability will be terminated. 
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It would appear that in India a banker cannot make 
payment of a cheque with a conditional indorsement until 
the condition is fulfilled. This is a difficult position for the 
paying banker inasmuch as a cheque is by definition an un- 
conditional order payable on demand. Express provision 
has, however, been made in Britain undei the Bills of 
Exchange Act affording protection to the banker for pay- 
ment in disregard of conditions. Section 33 of this Act says, 
Vhere a bill purports to be indorsed conditionally, the 
condition may be disregarded by the payee and payment to 
the indorsee is valid, whether the condition has been ful- 
filled or not’. 

Geneead Principles Regarding Indorsement 
Although the appropriateness or otherwise of an indorse- 
ment is determined by the general practice of bankers, cer- 
tain general principles guiding indorsement may be stated : 

1. An indorsement sliould be spelled exactly in the 

same way as the person’s name appears on the 
face of the bill (or cheque) as payee, or in the 
special indorsement as indorsee. If the name 
is mis-spelt, the iiidorseinent should also be 
mis-spell, and the indorser may again indorse 
it with his name spelt correctly. 

2. An indorsement should be in the form of the 

ordinary signature of the payee or indorsee. 
Complimentary prefixes or suffixes or other 
courtesy titles such as Mr, Mrs, Miss, Dr, | 
M.A., B.E., Sir, etc., do not form part of the 
indorsement, and should be omitted while 
indorsing a bill. 

Women . — ^A spinster or unmarried woman 
indorses by writing her first name and sur- 
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name. 'Thiis Miss Kainala Bose will indorse 
as Kamala Bose. If the payee is a married 
woman or a widow, and a cheque is made 
out in favour of Mrs A. Bose, she should sign 
as K. Bose, wife or widow of A. Bose. If a 
cheque is made payable to a married woman 
in her maiden name, as a cheque drawn in 
favour of Miss Kamala Das, .she should indorse 
it as Kamala Bose n^e Das. 

3 Illiteiate persons . — In the case of illiterate 
persons the left hand thumb impression should 
be impressed and witnessed, the witness giving 
his or her address. 

4. Cheques made payable to two or more persons, 

not partners, must be indorsed by each of them 
individually. 

5. When a cheque is made payable to a club, asso- 

ciation or other institution, the name of the 
payee should be follow'ed by the name 
and designation of the officer indorsing the 
cheque. 

6. In the chse of corporations, the mere writing or 

impressing of the name of the company by a 
person acting on its authority may constitute 
a valid indorsement. But bankers do not 
usually accejit such indorsement. Usually, 
bankers accept indorsements made by direc- 
tors, managers or secretaries of companies. 

7. Per pro indorsement . — ^A banker is not legally- 

obliged to accept such indorsement and can 
demand confirmation. 
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8. Cheques made payable to deceased persons must 
be indorsed by the legal representatives. As 
executors can delegate authority, there is no 
objection if only one of them signs. 


SOME SPECIMEN INDORSEMENTS 


Payee 

Irregular indorse- 
ment 

Regular indorse- 
ment 

Individuals . 

Mahatma Gandhi 
Professor Niyogi 

Mahatma Gandhi, 
Professor Niyogi .. 

M. K, Gandhi 

J. P. Niyogi 

Women - 
Miss Bose 

Mrs. A. Bose 

Miss Bose 

Mrs. A. Bose 

Kamala Bose 

Kamala Bose (wife 
or widow of A. Bose) 

Miss Kamala Das 
(now married) 


Kamala Bose 
(jiia Das) 

Clues & Associations . 
University Commerce 
Society 

A. Roy, Secretary, 
University Com- 
merce Society 

For the University 
Commerce Society 

A. Roy 
Secretary 

Firms 

Das & Sons 

A. K. Das & Sons 

j 

Das & Sons 
or 

For Das & Sons 

A. K. Das 
Partner 

Joint-stock Com- 
panies ■ 

India Co., Ltd. 

For India Co., Ltd. 
B, C. Das or B, C. 
Das and Company, 
Managers 

' For India Co., Ltd. 

B, C. Das 
Manager, Secretary 
or Director 
or 

For India Co., Ltd. 

B. C. Das & Co., 
Managing Agents, 


21 
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SOME SPECIMEN INDORSEMENTS— (Co«irf.) 


Payee 


Irregular indorse- 

Regular indorse- 

ment 

ment 





CHAPTER XXVIII 

THE PAYING AND THE COLLECTING BANKER 

THE PAYINP BANKER 

It is the duty of the paying banker to honour his custo- 
mer’s cheques subject to certain conditions. These condi- 
tions are, first, that the customer must have a current or 
drawing account upon which the banker usually allows 
cheques to be drawn ; secondly, that the state of the custo- 
mer’s account must warrant the payment, that is, he must 
have sufficient funds to his credit or there must be an 
arrangement for overdraft adequate to cover the cheques ; 
thirdly, that the cheque must be presented by the holder 
or his authorized agent during recognized business hours 
at the proper place of payment ; fourthly, that it must be 
drawn in the proper form , and finally that there must be 
no legal reason or excuse for refusing payment. 

A cheque is drawn in the proper form when it (a) ‘ ’S 
signed by the drawer himself or by his authority ; (b) is 
due for payment, that is, is not post-dated or stale ; (c) has 
the sum. to be paid expressed in words, or in words and 
figures, which should agree ; (d) purports, if it is an order 
cheque, to be properly indorsed ; and (c) bears the 
drawer’s confirmation for any material alteration. 

The following are sufficient reasons for refusing 
payment : 

(a) Notice from the customer to stop payment. 

(b) Knowledge of any defect in the .title of a person 

presenting the cheque for payment. 

(c) Notice of an act of bankruptcy by the customer, 
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or an intimation of his death or insanity, oi% 
in the case of a company, notice of its wind- 
ing up. 

{d) Notice of an assignment by the customer of hi& 
available credit balance. 

[e] Knowledge that the customer contemplates 
breach of trust where it is known that funds 
credited to the account are trust funds. 

(/) Notice of garnishee injunction or other order 
from a court restraining the customer from 
operating the account. 

Retwn of Unpaid, Cheques. — ^When a cheque is returned 
unpaid by a banker, it should be returned with a slip stating 
the reason for the refusal of payment. A banker must 
neither offer part payment of a cheque nor disclose the 
state of his customer’s account. The most common 
answers given on the slip for returning a cheque unpaid 
are ; (a) Refei to dmwei or not. sufficient, fund.s, meaning 
that the banker has not sufficient funds at his disposal to 
honour the cheque ; (b) Endoisement irregular, that is, the 
indorsement on the cheque is not in order ; (c) Effects not 
cleared, that is, the drawer has paid in bills or cheques 
which are in course of collection, but the proceeds are not 
yet available for paying the cheque. 

Chief Risks of a Paying Banker.—UPhe chief risks of a 
paying banker are (a.) forgery of the drawer’s signature and 
(b) fraudulent alterations, such as alterations of amount. 

As the banker has a specimen signature of his customer, 
he should not honour any cheque when he has a reasonable 
suspicion or doubt that the signature on it differs from the 
specimen signature in his possession. Even if the ' signa- 
ture be so cleverly forged that the banker is unable to 
detect the forgery, he will not be able to debit the 
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customer’s account \Autli the amount, as he has evidently 
had no instructions from his customer to do so 
{Bhagwanda:^ vs. Greet]. If, however, the customer should, 
by his conduct, cause the banker to believe that the signa- 
ture IS genuine, the banker will be able to debit the custo- 
mer’s account even though subsequently it should transpire 
that the signature had been forged. Such a case may arise if 
the customer was present at the bank, showed his signa- 
ture, and Signified it good for payment even though 
the signature may not have been genuine. 

Corresponding to the obligation of the banker to inform 
his customer on receipt of a cheque with a forged signa- 
ture is the duty of the customer to inform the banker if he 
should come to know that forged cheques are being 
presented. If the customer fails to do so and if thereby 
the chances of recovery from the forger arc materially 
prejudiced, the customer will be precluded from claiming 
the amount back from the bank (M’Kenzie vs. BiUish Linen 
Co.). In Greenwood vs. Martins Bank Ltd., tire husband 
did not disclose, although he was aware of it, that his wife 
was committing forgery until after she had committed 
si!icide. In this case, the husband was held to be estopped 
by his conduct from making any claim against the bank on 
the ground of his silence and inaction ivhen there was a 
duly to .speak. 

In respect of any material alteration, it has been already 
stated tliat any such alteration unauthorized by the drarver 
renders the cheque void, and a banker paying such a 
cheque will be liable to the customer for the consequences. 

Protectian oj a Paying Banker. — The paying banker has 
been afforded certain statutory protection in respect of 
difficulties faced by him by reason of forged or unauthorized 
indorsements. Section 85 of the Negotiable Instruments 



326 BANKING PRINCIPIvES, PRACTICE AND EAW 

Act reads : (i) Where a cheqtre payable to order pur- 

ports to be indorsed by or on behalf of the payee, tlie 
drawee is discharged by payment in due course. (2) Where 
a cheque is originally expressed to be payable to bearer,, 
the drawee is discharged by payment in due course to the 
bearer thereof, notwithstanding any indorsements whether 
ill full or in blank appearing thereon, and notwithstanding 
that any such indorsement purports to restrict or exclude 
further negotiation. 

'Payment in due course’ has been defined in Section 10 
as meaning ‘payment in accordance with the apparent 
tenor of the instrument in good faith and without negli- 
gence to any person in possession thereof under circums- 
tances which do not afford a reasonable ground for believing 
that he is not entitled to receive payment of the amount 
therein mentioned. 

The holder to whom payment is to be made may be the 
payee, indorsee or bearer according to the nature of the 
instrument or the way in which it has been made out. It is 
not in the ordinary course of business to pay cheques out- 
side business hours except through the clearing house. If 
a banker does so, he loses statutory protection and may alSo’ 
face the possibility that the drawer may countermand the 
payment of the cheque before -the bank opens on the next 
business day. 

The. duties of and the protection available to the paying 
banker in respect of crossed cheques are laid down in Sec- 
tions 126, 127 and 129. The Sections run as follows : 

Section 126, — Where a cheque is crossed generally, the 
banker on whom it is drawn shall not 
pay it otherwise than to a banker. Wliere 
a cheque is crossed specially, the banker 
on whom it is drawn shall not pay it 
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otlierwise than to the banker to whom 
it is crossed, or his agent for collection. 

Section 127. — ^Where a cheque is crossed specially to more 
than one banker, except when crossed 
to an agent for the purpose of collection, 
the banker on whom it is drawn shall 
refuse payment thereof. 

Section 129. — ^Any banker paying a cheque crossed gene- 
rally otherwise than to a banker, or a 
cheque crossed specially otherwise than 
to the banker to whom the same is cros- 
sed, or his agent for collection, being a 
banker, shall be liable to the true owner 
of the cheque for any loss he may sus- 
tain owing to the cheque having been 
so paid. 

A banker is thus not justified in paying a cheque incon- 
sistent with the direclioris in ciossing. It follows that if 
the crossing is such that the banker is left in doubt, he 
should return the cheque. Further, a crossed cheque 
drawn by one cutsomer in favour of another should be 
, passed through the payee’s account. The banker is not 
legally justified in paying money over the counter to even 
a payhe-customer. If the banker should, give cash for a 
crossed cheque to the payee, even though ■well-known to 
him, he does so at his own risk. 

If payment of a crossed cheque has been made in due 
course, the paying banker is discharged from all liabilities 
under Section 128. This Section says, ‘where the banker 
on whom a crossed cheque is drawn has paid the same in 
due course, the banker paying the cheque, and (in case such 
cheque has come to the hands of the payee) the drawer 
thereof shall respectively be entitled to the same rights, and 
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be placed in the same position in all respects, as tliey would 
respectively be entitled to, and placed in, if the amount of 
the cheque had been paid to and received by the true owner 
thereof’. On payment in due course, the banker is entitled 
to debit the drawer with the amount of the cheque, and will 
not be liable if the amount does not reach the true owner. 

The Coeeecting Banker 

As an agent of his customer, the collecting banker has 
■certain responsibilities towards his customer. He incurs 
certain liabilities if he fails to discharge the duties entrusted 
to him. His duties are not always precisely defined, and 
whether or not he has fully discharged them will depend as 
much upon the circumstances of the; particular case in ques- 
tion as the recognized banking practice of the particular 
place. A banker will, however, in any case be liable to his 
customer for any loss or damage which may result from 
his negligence or omission to use reasonable care and 
diligence. 

The Banker Collecting on His Oavn Behalf. — Sometimes a 
banker may collect cheques and bills, not as an agent, but 
for himself as a holder for value, for example, wdien he 
encashes an open cheque over the counter, or collects pro- 
ceeds of cheques specifically paid in to reduce a loah due 
to him or collects cheques against which he has given the 
customer the right to draw before the proceeds have been 
realized. In such circumstances, a banker becomes a 
holder in due course, collecting the proceeds for himself 
although they may ultimately rest in the customer’s 
account, and has all the rights of such a holder. If he 
collects an open or uncrossed order cheque for himself, he 
is liable to the true owner only if the indorsement is forged. 
But he can enforce his rights as a transferee against any 
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indorsers who indorsed after the forgery as also against 
his immediate transferor if that person has omitted to in- 
>dorse the cheque. If, however, the question is one of 
absence of or defect in the title of the person from whom 
the banker took the instrument, the banker as a holder in 
due course will have power to enforce payment against all 
prior parties to the instrument. 

CollecUon of Cheques for a. Cust,omer . — ^The banker is 
afforded no protection in collecting uncrossed bearer or 
order cheques for a customer. If such a cheque bears a 
forged indorsement, or if the customer’s title to it is lack- 
ing or defective, the banker will be liable to the true owner 
for conversion. The banker may, however, be able to debit 
the amount of the cheque to the customer concerned. 

A collecting banker obtains certain statutory immunity 
in connexion with the collection of crossed cheques, whether 
payable to liearer or order. Section 131 of the Negotiable 
Instruments Act provides as follows ; ‘A banker who has 
in good faith and without negligence received payment for 
a customer of a cheque crossed generally or specially to 
himself, shall not, in case the title to the cheque proves 
•defective, incur any liability to the true owner of the 
cheque by reason only of having received such payment’. 
In 1922, the following explanation was added : ‘A banker 
leceives payment of a crossed cheque for a customer witliin 
the meaning of this section notwithstanding that he credits 
his customer’s account with the amount of the cheque 
before receiving payment thereof’. 

The statutory protection is available only on the following 
conditions being fulfilled, namely ; 

(a) The cheque must be crossed, and crossed before 
it reaches the hands of the banker. 
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{b) The banker must collect the cheque on behalf o£ 
a customer. 

(c) The banker must collect the cheque as an agent, 

and not as a principal. It is the usual prac- 
tice of bankers to credit cheques to the cus- 
tomer’s account even before the receipt of the 
proceeds. In the Gordon case, it was held 
that the crediting of cash before the receipt 
of the proceeds of a cheque made the collect- 
ing banker a transferee for value, and as such, 
he was not entitled to the statutory protection 
even if the cheque was crossed. To negative 
the effect of this decision, the Bills of Ek- 
change (Crossed Cheques) Act was passed in 
1906 in Britain, and the provision of this Act 
has been embodied in the explanation added 
in 1922 to Section 131 of the Negotiable 
Instillments Act. 

(d) The banker must receive payment in good faith 

and without negligence. As bankers do not 
act otherwise than in good faith 111 all their 
dealings, the question of good faith in con- 
nexion with the collection of cheques is not 
of much practical significance. The more 
important question is what would constitute 
negligence. The Privy Council stated in Com- 
missioneis of Taxation vs. English, Scottish 
Australian Bank Ltd. that the test of negli- 
gence within the meaning of this section is- 
whether the transaction of paying in any given 
cheque was so out of the ordinary course that 
it ought to have aroused doubts in the banker'.s 
mind and caused him to make enquiry. As 
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illustration of what would amount to negli- 
gence in respect either of the paying or the 
collecting banker may be cited the following 
circumstances : 

(ii) Omission to verify the correctness' 
of indorsements on cheques payable 
to order ; 

(ii) Omission to verify the existence of 
authority in the case of per procura- 
tion signatures if there are any cir- 
cumstances connected with the tran- 
saction which should put the bank 
on enquiry ; 

(Hi) Collecting for a partner’s private 
account cheques payable to the part- 
nership firm ; 

(iv) Collecting for the private account of 
an official cheques made payable to 
his company or firm and indorsed 

■ by him on its behalf ; 

(v) Omission to obtain a refetence from 
a new customer ; 

(vi) Collecting a cheque crossed ‘account 
payee’ for other than the payee 
named ; 

(vii) Where the operations on an account 
are of an unusual nature. 

Account, Payee Crossed Cheque . — ^Words such as ‘account 
payee’ or ‘payee’s account’ or 'account A.B.C.’ arc often 
added to a crossing. They have no statutory significance. 
Yet they are in the nature of a direction to the collecting 
banker who would be guilty of negligence if he u'ere to 
override such direction, and would, as a result, lose protec- 
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lion of -Section 131 of the Negotiable Instruments Act. 
Such a direction has, however, no significance for the pay- 
ing bankei, whose responsibility ceases ivith the paying of 
the cheque in good faith and without negligence. An 
‘account payee’ crossed cheque must be collected for the 
.credit of only the account of the payee named. 

Conversion and Money Had and Received . — Conversion 
-may be defined as the wrongful intermeddling with the 
goods of another for the purpose of taking them away from 
the party entitled to them, and may be constituted by 
taking, using or destroying the goods or exercising over 
them some control which is inconsistent with the owner's 
right. The term ‘goods’ includes a bill of exchange, pro- 
missory note or cheque A person who is innocently in 
possession of the goods, and has throughout acted without 
negligence, is yet liable for conversion. The liability exists 
•even in the case of a person who is merely acting as an 
agent for another, for conversion is a tort which renders the 
person committing it personally liable, as also the principal 
on whose behalf the agent was acting while committing the 
wrong. Thus a banker who has collected a negotiable ins- 
trument bearing a forged indorsement in behalf of his cus- 
tomer will be liable to the true owner for conversion, 'how- 
•ever innocently he may have acted, unless he can claim 
statutory protection, for example, in the case of crossed 
■cheques. 

In an action for conversion of a negotiable instrument, 
the true owner often adds an alternative count ‘for money 
had and received’ to his use. The claim for money had 
,and received against a person who had no knowledge of 
the rights of the true owner is based on an implied promise, 
which the law imputes to tlie person dealing with the 
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money of another, to repay that money to tlie true owner 
when demanded. 

The following are the common instances in which a 
banker may render himself liable, in the absence of statu- 
tory protection, for conversion • 

(a) Paying a cheque bearing a forged indorsement. 
The paying banker is, however, protected un- 
der Section 85 of the Negotiable Instruments 
Act in the case of uncrossed cheque.^ and un- 
der Sections 136 to 129 of the Act in case of 
crossed cheques if the payment has been made 
in due course. 

(h) Collecting a cheque, bill of exchange, or promis- 
sory note hearing a forged indorsement, or in 
respect of which the customer has no title or a 
defective title. This liability is absolute in so 
far as bills of exchange and promissoiy notes 
are concerned, but statutory protection has 
been given to the banker under Section 131 of 
the Negotiable Instruments Act ,in connexion 
wdth the collection of crossed cheques. 

(c) Taking for value a bill of exchange, cheque 

or promissory note bearing a forged indorse- 
ment, or a cheque crossed not negotiable, to 
which title is void or defective. There is no 
statutory protection in this case. 

(d) Delivering to a wrong person goods which have - 

been entrusted to him for safe custody. 



XXIX 

ADVANCES AGAINST SECURITIES 

'By far the most important item of the assets of a commer- 
cial bank consists of loans and advances granted against 
securities. These securities may be classified under two 
broad heads, personal and collateral. This division corres- 
ponds to the distinction made by the Indian Companies Act 
between unsecured and secured loans. Under this Act. 
advances made by a registered company including a bank 
have to be shown separately in the balance-sheet as secured 
and unsecured. This nomenclature has, however, had an 
undesirable effect, for advances which are made against 
the personal security of the borrower have to be shown 
as unsecured, which term conveys a feeling of unsoundness 
in the popular mind, and, as such, these advances are dis- 
•couragcd by bankers, although in effect they may be in 
no way inferior to what are known as secured advances. 
In Great Britain, for example, advances against the 
personal security of the borrower supported by a guarantee 
are common. They constitute, however, but a very small 
propoition of the advances made by Indian banks. 

An unsecured advance is one for which the banker has 
to depend only upon the personal security of the borrower. 
The basis of such advance is the credit of the borrower- 
customer. In the event of the default of the borrower, the 
banker has only a personal right of action against the 
borrower. 

A ‘collateral security’ has no strictly defined application. 
In general, a secured advance or one given agaimst some 
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collateral security means an advance in 'which the bank has, 
in addition to his personal right of action against the 
borro'wer, the security of some form of a collateral. The 
term ‘collateral’ or ‘collateral security’ applies to share 
•certificates, bearer bonds, title deeds, life policies, etc. 

A guarantee, under which a third party, the guarantor or 
surety, makes himself responsible to the banker for the 
repayment of the debt of the borrow'er, may, in a broad 
sense, be regarded as a collateral inasmuch as it is in addi- 
tion to the personal security already offered by the bor- 
rower, but it is recognized more appropriately to fall into 
the category of personal securities for the reason that it is 
not a tangible security. 

Advances against Personae Security 
The term ‘personal security’ is applied to those classes 
<of security which involve a right of action against only the 
individual or individuals giving the security. It is to be 
•distinguished from securities which can be realized by sale 
■or transfer. Apart from bills of exchange, the principal 
forms of personal security are promissory notes and 
guarantees. 

Advances, against Borrower’s Promissory Notes 
The banker lends money against the personal undertaking 
•of the borrower, and if the loan is unpaid, his remedy is to 
sue the borrower. Before, however, a banker agrees to 
lend against the borrower’s I.O.U., he satisfies himself that 
the borrower will be able to return the money in a short 
period and that the loan will be used for genuine trade 
purposes. The basis of such credit is commonly referred 
to as the three C’s or the character, capacity and capital 
•of the borrower, and also as the three R’s, the borrower’,'? 
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reliability, responsibility and resources. In evaluating, 
these attributes of a prospective borrower, the banker asks 
for the latest balance-sheets and profit and loss accounts of 
the borrower’s business certified by an auditor over a period 
of years so as to find out Ins financial position and he also 
collects information from other sources about the borrower’s 
financial standing and credit- worthiness. Unfortunately, 
there are no credit agencies in India like Seyds in Britain 
or Duns and Bradstreets in the U.S.A., which could have 
been of great benefit to financial institutions and other 
lenders in obtaining valuable information about their pros- 
pective borrowers. Indian bankers may obtain information 
about borrowers from other banks wnth which these bor- 
rowers may have had dealings, and from reports in the 
ma;:ket. The main basis for assessing a borrower who has 
nothing but personal security to offer is the balance-sheet 
and profit and loss account of his business. 

Advancbs against Guarantee 

A guarantee is a contract under which one person, called 
the guarantor, undertakes to be answerable for the pay- 
ment of a debt or the performance of some act by another 
person, who must be legally bound to pay the debt or to 
perform the act concerned. A contract of guarantee pre- 
supposes a prior contract in existence, upon which the 
principal debtor is liable to the creditor. The guarantor 
becomes liable only in the event of the default of the prin- 
cipal debtor. Thus, a contract of guarantee is a secondary 
one. 

Guaranfiee and Indemnity . — A contract of guarantee, 
should be distinguished from a contract of indemnity. An 
indemnity may be valid though not in writing, but a 
guarantee must be in writing. The person who gives gn 
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indemnity makes himself primarily responsible for the debt^ 
but the person who gives a guarantee is liable on the 
failure of the debtor to pay the debt. In a contract of 
guarantee, there must be two contracts, a principal contract 
between the borrower and the lender and a secondary one 
between the lender and the guarantor or surety. In a con- 
tract of indemnity there is only one primary contract. 

Specific and Continuing GucLrantees ,. — A specific or non- 
continuing guarantee is one in which the guarantor under- 
takes to be answ'crable only in respect of a specific transac- 
tion or in respect of a fixed amount, for example, in the 
case of a particular advance granted to a debtor on a 
separate loan account Such a guarantee cannot be revoked 
by the surety so long as the loan is not repaid, but once 
the loan is paid back, the agreement becomes void and 
cannot be enforced in respect of any future advances. A 
guarantee may also be given for a specified period. vSucli 
a guarantee may be determined at any time w’ithin the 
period on the guarantor’s giving notice and repaying any 
money then due. The guarantee would in any case expire 
on the specified date, and the banker must take necessary 
steps to enforce his rights against the guarantor before the 
expiry of that date. 

A continuing guarantee is one under which the guarantor 
is held liable for the fluctuating balance owing, on the 
debtor’s account, at any time, during the continuance of 
the guarantee, subject to any limit which may be specified. 
A continuing guarantee is not afiected by any repayments 
made, that is, by the Rule in Clayton's case, as the 
guarantor is liable for any ultimate balance due on the 
debtor’s account. A continuing guarantee is usually sub- 
ject to a month’s notice for its termination. Where no provi- 
sion for notice is made in the guarantee, it may be deter- 
22 
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mined at any time. Upon receipt of notice, the banker 
must at once communicate it to tlie customer and stop the 
account so as to prevent the operation of tiie Rule hi 
Clayton's case. 

The Foim oj a Bankers Guarantee. — A banker’s 
guarantee is in writing, and must at least contain the names 
of the parties, the signature of the surety and the essential 
terms of the contract. A banker’s guarantee usually states 
the consideration, but it is not invalid merely by reason 
that the consideration is not stated therein. The considera- 
tion may be the granting of an advance to a customer 
against the guarantee, or of further time to a debtor. A 
banker’s guaiantee should usually be a continuing gua- 
rantee. It may further provide that the contract shall not he 
prejudiced if any other securities are taken from the deb- 
tor, nor by any arrangements made with the debtor regard- 
ing the exchange or release of securities, or for the giving 
of time in which to pay. If, however, these provisions are 
not contained in the contract of guarantee, the happening 
of any of these events Avill alter the conditions under whichi 
the guarantee was given and the guarantor will be dis- 
charged from his liability. 

A guarantee may be given by one person only, or by 
two or more persons. In the latter case, the guarantee is 
always stated to be a joint and several guarantee on the 
part of the guarantors. 

'The Batiiker and the Guarantor. — A banker should always 
explain to a new guarantor the nature of the contract into 
which he is entering and his liabilities, and also see that 
the surety signs of his free will and without any pressure 
from the debtor or the banker. Any enquiries made by a 
surety should be fairly and fully answered by the banker. 
A contract of guarantee is not one which comes within 
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■the category of contracts described as ubenimae jidci, that 
is, those which require a full disclosure of material facts 
by all parties. So long as there is no concealment amount- 
ing to fraud, a banker need not disclose the actual state of 
the debtor’s account or provide information concerning the 
debtor’s affairs or business habits unconnected with the 
contract of guarantee. If, however, the guarantor should 
be labouring under a misapprehension in any matter, th<^ 
banker should try to remove it. 

When the Guaiantce is Detai mined. — A guarantee is 
determined either (i) at the will of one or some of the 
parties, for example, (a) the repayment by the principal 
debtor , \h] the repayment by the guarantor ; and (c) a 
demand for repayment by the banker ; or (2) bj’ operation 
of the law, for example, on the death, insanity or 
bankruptcy of the surety or of the' jirincipal debtor, or on 
a change m the constitution of a firm if the guarantee is 
given by or in favour of a partnership, or on the amalga- 
mation of a company if the guarantee is given by, in favour 
•of, or to a joint-stock company. 

Adi^inces against Coli-aterai, Securities 

111 its strict sense, the term ‘collateral security’ imjilk-s 
the offer of a security m addition to some other security 
for a debt. In practice the personal credit of the borrower 
is regarded as the piiiiiary secuiity and any other tangible 
security offered is regarded as collateral. 

Before a banker accepts any security as^a collateral, he 
has to consider a number of points, the important among 
which are : (a) easy shiftability. The security should be 

readily saleable in the market ; (b) stable value. A security 
which is subject to wide fluctuation in value is not a desir- 
able collateral ; (c) sufficient margin for loss. The banker 
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does not usually advance money up to the full value of 
the security. He usually maintains a margin to safeguard 
against any possible depreciation in the value of the secu- 
rity accepted as a collateral ; (d) simple and safe title. A 
customer’s title to the security should not only be simple 
but also secure against loss by theft or fraud. This is 
necessary so that the banker’s title to the security may be 
perfected, whenever necessary, .without any difficulty ; te) 
transfer of the title should be cheap and easy, so that the 
banker may obtain complete transfer of the title to himself 
or to Ins nominee without much trouble or expense ; (/) the 
absence of liability. A banker may hesitate to take a 
security which will involve him in liability to third parties, 
for example, shares on which calls may yet be made. 

How Security is Taken 

There are four main ways in which a banker may acepure 
an interest in the properly of a debtor as collateral security, 
by lien, pledge, hypothecation and mortgage. 

Lien . — A banker’s lien has already been explained on 
page 386. I/ieii is an informal security, and diffens from the 
other forms of charge in that it is not the subject of a formal 
or express contract. It is essentially an implied charge 
and arises by operation of the law out of the ordinary course 
of dealing's between the banker and his customer. 

Pledge . — 'When negotiable instruments and goods, or the 
symbol of goods, such as bills of lading or dock warrants, 
are delivered, to a banker as security for a debt, the delivery 
is termed a pledge or a pawn. The delivery may be actual 
or constructive, as -when the keys of a godown or the docu- 
ments of title to goods are delivered. To constitute a 
pledge, there must be an express or implied contract be- 
tween the borrower and the lender, but the property in the' 
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security remains vested in the pledgor. The pledgee — in our 
case, the banker — has a right to retain the goods or securi- 
ties until rejiaymeiit of the debt, and in case of default, to 
realize them after reasonable notice to the debtor. 

Generally speaking, a pledge is evidenced by a Memo- 
randum of Deposit or a Memorandum of Charge, which 
provides particulars of the securities, of the purpose of the 
deposit and of the amount and limit of the advance. It 
also provides usually that the security shall be a continuing 
one. 

Hypothecation . — Hypothecation resembles a pledge in 
many ways, but does not involve the actual passing of the 
control of the property into the possession of the creditor ; 
for example, a debt due by a third party may be hypothe- 
cated. It is also used to de,scribe an arrangement by which 
the pledgor may hold the property hypothecated under a 
letter of trust or trust receipt, that is, the pledgor agrees to 
hold the goods hypothecated in trust for sale for the pledgee, 
— in our case, the banker — and to pay the proceeds into 
his account. 

MoHgage . — A mortgage is a conveyance of an interest 
in ]iroperty for the purpose of securing a debt, but the 
term is usually reserved for a conveyance of an interest n 
land oV immovable property. A mortgage may lie either 
legal or equitable. A legal mortgage is cieated by deed 
and gives the mortgagee the right of sale in case of default 
on the part of the mortgagor. An equitable inoitgage is 
effected by the simple deposit of the deeds of property, 
but the mortgagee can obtain a power of sale only by 
application to court. The Memorandum of Charge taken 
to obtain an equitable mortgage of property, of which the 
deeds are deposited by a customer with the bank as security 
for advances, usually stipulates that the mortgagor will 
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execute a full legal mortgagee ui favour of tlie bank if a.sked 
to do so. The mortgaged property m either case usually 
remain.s in the possession of the mortgagor, who has the 
power to reclaim the full ownership of the property by 
properly discharging the mortgage. 

Stock Exchange Securities — The principal forms of 
collateral securities are Stock Exchange .securities, goods 
and documents of title to goods, real estate, and life insu- 
rance policies Of these. Stock Exchange securities are by 
far the most important. They satisfy the conditions which 
' a banker considers necessary that a .security taken as a 
collateral should possess. The banker will, of course, 
accept such securities as are quoted on the Stock Exchange, 
which have a ready market and which are not speculative in 
character like mining, oil and rubber shares. 

Stock Exchange securities include stock and share certi- 
ficates, debentures, bearer bonds and scrip certificates 
issued by companies and corporations, local authorities or 
home or foreign governments. They are generally divi- 
sible into two broad categories, (a) fully negotiable or 
convertible securities, and (b) non-ncgotialile or incon- 
vertible securities. 

Fully Negotiable Secuiitics . — ^Ftilly negotiable Stock 
Exchange securities arc bearer bonds, scriii and share war- 
rants to bearer. East India bonds and bearer debentures. 
If these securities are taken in good faitli and for value, 
the holder is entitled to retain them against -tlsie true owner, 
even though the true owner may bo a beneficiary under 
a trust and the trustee has' fraudulently transferred them to 
the holder, This is the essence of a fully negotiable 
security. 

' Fully negotiable securities constitute an ideal cover for 
an advance. They are stable in value and readily market- 
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able. Furtliei', if the customer fails to repay the debt, the 
banker may obtain full legal title to the securities by virtue 
of his general lien, even though they may not be deposited 
with a Memorandum, and whether securities actually be- 
long to the customer or not, provided the banker has no 
notice of any defect in the title of the customer. 

Mere deposit of a fully negotiable security gives the 
banker a complete title, but it is the usual practice to take 
a Memorandum of Deposit showing the purpose of the 
deposit, stating that the security shall be a continuing 6ne, 
and containing a clause empowering the banker to realize 
the security, in case this should be necessary. The only pos- 
sible danger of taking a fully negotiable security is that it 
may be lost or stolen while in the possession of the banker. 

N^on-Negotiable Secwiiies . — ^These securities may further 
be sub-divided into two groups ; (a) inscribed stock ; 

(6) registered stocks and shares. 

Inscribed siochs are so called because the holders of these 
stocks and the amount of their holdings are ‘inscribed’, that 
is, recorded, in the books of the particular bank or other 
agent through which all ■ dealings in the stocks are tran- 
sacted. No certificates are issued to the holders of inscribed 
stock.' The transfer of an inscribed stock can be effected 
only if' the owner personally attends or appoints an agent 
under power of attorney to attend on his behalf the stock 
transfer office ' of the registering bank or agent. 'Certain 
British Government stocks are inscribed in the books of the 
Bank of England. Attendance by the owner or by his ^duly 
empowered agent at the Bank is essential before the title 
can be transferred. The receipt or acknowledgement issued 
to the owner of this kind of stock is valueless as a security, 
It is i/ecessary for the bank to have the stock transferred 
to it^lf or to its nominee by an actual transfer in the books 
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•of the issuing bank or agent in accordance with the proce- 
dure detailed above. 

Registeted stocks and shaics are those which are evi- 
denced by certificates given under the seal of the issuing 
body, and a full legal title to property may be transferred 
by the delivery of the certificate accompanied by a transfer 
Ml writing or under .seal. 

Certificates of registered shares, being non-negotiable 
instruments, are more appropriately secured by mortgage 
than by pledge. Mortgage may either be equitable or legal. 

Legal title is obtained by the execution of the transfer 
of the security to the bank or its nominee, the transfer be- 
ing accomplished in accordance with the rules of the issuing 
company. These rules are generally laid down in the 
Articles of Association of the company and usually provide 
that the transfer .shall be in writing (or sometimes under 
seal), executed by transferee and transferor, and that the 
transferee shall not become a holder of the security until 
his name has lieen entered in the company’s register of 
sliareliolder.s. Although a certificate of membership is 
always issued to the transferee, its existence is not essential 
to constitute a person a shareholder. A legal transfer of title 
to the banker is, hoivevcr, not without ri.sk. For one thing, 
the banker renders himself liable as transferee for an indefi- 
nite period to indemnify the company against any loss it 
may incur if it should transpire that the transferee’s signa- 
ture to the instrument of transfer had been forged. For 
another, he retains a liability in respect of partly paid-up 
shares for any future calls that may be made. 

Equitable title to stocks and shares may be obtained by 
any of the following methods : (a) mere deposit of the 

certificates This procedure is rarely adopted ; {h) deposit 
of certificates with a Memorandum of Deposit ; or (c) depo- 
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sit of certificates iiith a Memorandum of Tiansfer and a 
duly executed blank transfer. 

The Memorandum is taken to safeguard the iiosition of 
the banker. It usually piovides that the banker shall have 
an innnediate power of sale of the .security if the customers 
should make default in payment, that the security shall be 
a continuing one, and that the banker will be able to debit 
the customer for any expenses incurred, for example, for 
jaynients made on partly xiaid-up .shares in respect of calls 
made upon them. A blank transfer is the usual form of 
transfer required by the issuing body, whicli is filled in 
■except for the insertion of the name of the transferee, 
and IS signed by the customer and witnessed, but is not 
stamped or dated. 

Although from the point of secuiity, the transfer of legal 
■title ns the .safer jiroceduie, yet in many cases, particularly 
where the advance is required for a short period, the banker 
will accejit an equitable mortgage and not subject his 
cu.stomer to the trouble, expense and publicity involved in 
legal transfer Advances to stock-brokers are always granted 
against equitable mortgage effected by deposit of securities 
together with a hlemoraiiduiu and blank transfer foniis. 

The banker .should take certain precautionary steps in 
ca.se of 'equitable mortgage. He should, in the first place, 
send a notice to the company of his lien on tlie stocks or 
shares conceinecl. flecoiiclly, he should not part with the 
security until the debt has been repaid. Lastly, he must 
■observe the utmost good faith throughout the transaction. 

AdvancEvS against Goods and Documents of Title 
TO Goods 

Expert opinion on the desirability of granting advances 
by a banker against goods or documents of title to goods is 
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conflicting . Sir John Paget oinned that these are coni'enieut 
securities for advances under proper safeguards. On the 
contrary, Mr Gilbert and Mr Hutchison expressed the 
opinion that no pirudent banker should ordinarily make 
advances upon such securities. The modern vieiv, which 
is borne out by actual experience, is that such securities 
are sound if adequate precautions are taken to safeguard 
the position' of the lender. ' 

The grant of advances against the security of goods calls 
for some amount of specialized knowledge on the part of 
the banker. Apart from the necessity of ensuring the vali- 
dity of the documents and dealing with persons of known 
integrity, the banker has to consider carefully the quality, 
value and freedom from deterioration of the goods con- 
cerned. A banker should not usually accept as security 
goods which are easily perishable or liable to violent fluc- 
tuation in prices or likely to be affected by vagaries of 
demand or fashion. He must also protect himself against 
risk of fraud in respect particularly - of the uniformity of 
the quality of the goods offered as security. 

Advances against goods or produce. — When adi'ances are 
made directly against the security of goods or produce, the 
goods are generally stored either in the bank’s or in the 
borrower’s godown. This is due to the lack of publi'c ware- 
houses in India. If warehouses in sufficient number existed, 
goods could be stored in them and could be offered as. 
security by delivering to the banker the warehouse-keeper’s 
warrant duly indorsed by die borroiver. This wmuld in 
effect constitute an advance against the security of docu- 
ment of title to goods. In India, if goods are stored in 
the bank’s godown, a rent has to be paid to the banker, 
and insurance is also effected at the borrower’s cost. 

Advance's against Doctiments of Title ‘to Goods.— In 
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making advances against such documents, the banker 
should satisfy himself that they are complete and in order, 
and that they are properly stamped, rt'lrenever necessary. 
He should also take care to distinguish between docutnencs 
which in themselves give title to specified goods, such as 
bills of lading and dock or warehouse-keeper’s warrants, 
and documents which are mere receipts of acknowledge- 
ment of deposit of goods in' named rvarehouses, such as 
warehouse-keepers’ receipts. 

The principal documents of title to goods are : (a) Bills 
of Lading ; (b) Dock and Warehouse Warrants (c) Deli- 
very Orders. 

BiUs of Lading . — A bill of lading is a document signed 
by the master of a ship, acknowledging the receix>t on board 
the ship of certain specified goods for carriage, and em-' 
bodying an undertaking on behalf of the ship-owners to 
deliver the goods to the consignee or his order or assigns 
upon payment of the freight or any other charges stipulated' 
for. A bill of lading is drawn’ in sets usually of three or 
four parts. 

A bill of lading is not a negotiable instrument. If it is 
drawn to a named person only, it is known as a simigkL 
hill of lading and the goods specified must be delivered tO' 
the persbn named and to him only. If, however, it is 
drawn to order, the title to the goods may be transferred 
simply by delivery of the bill after proper indorsement by the 
shippier. But the transferee, even if he takes the instru- 
ment or value and in good faith, cannot acqujre or pass a 
better title to the bill than that of his immediate transferor. 

The following precautions should be observed in connex- 
ion W’ith the making of advances against the security of 
bills of lading : (a) they should be drawn to order or as- 
signs, so that they may be transferred -by indorsement and’ 
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-deliver}' ; (b) the}? blioiild be cxainuied to asceitain whether 
tliey contain clauses necessitating payment of heavy charges 
• or which may othd^wise operate to the detriment of the 
lender (r) while they arc conclusive evidence of shipment 
,of goods, they afford no evidence of either the quality or 
the value of the goods. The lender may therefore insist 
upon the production of an invoice ; (d) they should be 
. examined to find out whether they acknowledge that goods 
have been shipped in good order and condition, that is, 
whether they are clean bills or not. If shippers qualify 
their acknowledgement by stating that the goods in certain 
respects aie defective, the bill is said to be ‘claused’, foul 
or dirty ; (e) the goods evidenced in the bills of lading 
should be covered by a marine insurance policy ; {/) all the 
different sets of bills of lading should be deposited with 
the banker. 

Dock and Warehouse Warrants . — Dock and warehouse 
W'arrants are documents in a variety of forms issued 
by docli companies, warehouse-keepers, or wharfingers 
stating that goods as described therein are registered 
in their books, and arc deliverable to persons named 
in the warrants or their assigns by indorsement. The 
transferee of such a Avairant obtains a title which will be 
aff'ected by any defect in the title of the transferor inas- 
much as these warrants are not negotiable instruments. 
Although a warrant passes the title in the goods concerned, 
it does not operate as a transfer of possession. A banker 
who takes such a document, should give notice of his claim 
to the holder of goods, so that a new warrant in his name 
•may be issued. He will also have the goods insured against 
fire and theft at the borrow'er’s cost. 

A 'Warehouse-keeper’s certificate oi receipt is issued by. 
.a warehouse-keeper stating that he holds certain goods 
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described therein and awaits instructions from the person 
to whom the receipt or certificate is addressed in regard to 
their disposal. The certificate or receipt is not a docu- 
ment of title, lint a mere acknowledgement, for the owner 
may obtain possession of the goods without its surrender 
bj^ signing and forwarding to the warehouse-keeper a 
delivery order. If a banker should advance any money 
against a warehouse-keeper’s certificate or receipt, he 
shoitld also obtain a delivery order from the borrower, so 
that he can obtain possession of the goods and have them 
stored in his own name. 

Deltveiy Order . — This is a document addressed by the 
owner of goods to the owner of a dock or warehouse in 
which the goods are stored instructing him to deliver either 
all or some of the goods to a named person or to his 
assigns Unless the holder of a delivery order at once 
obtains delivery of the goods, or obtains m its place a 
warrant or receipt from the warehouse-keeper, or gets his 
title registered in the warehouse-keeper’s books, he runs 
the risk of a second delivery order being acted upon. When 
advancing money against delivery orders, a banker sliould 
take a letter of lien or hypothecation signed by the customer' 
and mstiuct the warehouse-keeper to stoie the goods in the 
bank’s name. In the event of the owner’s bankruptcy 
before the goods are registered in the bank’s name, the 
property will vest in the trustee in bankruptcy. 

In India, delivery orders in respect of hessian or gunnj’- 
bags are a very popular form of security for making 
advances by banks. 

LeHter of HypothecaUan . — A banker usually obtains a. 
document of charge called a letter of hypothecation from 
his customer ivhen granting him an advance against the 
security of a document of title to goods. The letter of 



350 BANKING rRINClPI.ES, PRVCTICE AND RAW 

hypothecation pledges the documents with the banker as 
security, authorizes him to deal with the goods in any 
way he considers necessary, to insure and store them at 
the customer's expense in his own name, to sell them if 
necessary and to apply the proceeds of sale towards repay, 
iiient of any advance or payment made by him to tl.ie 
pledgor. If the sale proceeds should be insufficient to meet 
his dues, the banker will still have recourse to the customer 
under the letter of hypothecation for any balance due. 

Trust, Receipts . — ^When the banker parts with the goods 
.or documents of title to goods before receiving the amount 
• due from the customer, he obtains a trust receipt signed 
by the customer. The trust receipt embodies an agreement 
by the customer hypothecating the goods to the banker 
as security for the advance, and undertaking to hold them 
and any proceeds received in respect thereof as a trustee 
for the banker, so long as the entire amount due to the 
banker is not paid off. Should the customer fail to pay 
the sale proceeds to the banker, he would be liable for 
criminal breach of trust. 

Advances against Tand and Buildings 

Advances against land and buildings, are not popular with 
.commercial banks, as they are not readily realizable secu- 
rities. Further, various legal formalities that have to be 
obseived are another handicap. If, again, there are any 
legal restrictions to the transfer of property, many compli- 
cations arise for the banker. For all these reasons, and 
particularly because the security is not liqhid, a commercial 
bank’s advances against such securities are very small. 

A banker avails himself of such securities by way of 
( mortgage. In India, even equitable mortgage of property 
by the deposit of title deeds is recognized by law. An 
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«qxntable 31201 tgxige is siiiipie and less cosily. Fiirtlier, it 
avoids publicity which the borrower liuiy dislike. But it 
has tile disadvantage that the title of an equitable mort- 
gagee may be defeated by that of a prior equitable or a 
•subsequent legal moitgagec. If, however, the banker does 
not part with the title deeds and the customer is honest 
the risk in practice will not be great. 

Advances against Life Policies 
A life policy is sometimes accepted by the banker as a 
security for an advance, although it is not a popular secu- 
rity owing to the fact that it is not readily realizable. Pro- 
vided, however, certain precautions are taken, it is a good 
security. The banker should satisfy himself that the 
life office concerned is a well-established and successful 
institution, that the policy contains no restrictive clauses, 
and that the amount advanced is within its surrender value. 
The surrender value of the policy may be obtained by a 
reference to the company concerned. The banker should 
also take into consideration that most life policies are 
rendered void if the assured commits suicide within twelve 
■or thirteen months from the date of issue of the policy. He 
must also see that the policy does not lapse by non- 
paymeirt of iircmiuiiis. Further, as a contract of life 
insurance is one of uberumae fidci, that is, of the utmost 
good faith, it may be rendeied void if there has been any 
suppression of material facts by the assured concerning his 
life. The Indian Insurance Act of 1938 provides, however, 
that a life policy should not be disputed after it has been 
in force for two years on the ground of any misrepresenta- 
tion even in respect of a material fact, except where the 
misrepresentation is knowingly made by the assured to 
■defraud the insurance company. 
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A life policy may be taken as security iu two ways,, 
(a) by mere deposit with a memorandum, in which case 
the banker obtains an equitable mortgage, and (b) by a 
deed of assignment to the hank, ivhich gives it a legal 
mortgage. While the first method is simple and cheap,, 
it does not give a full legal title to the banker, who may 
also be placed in difficulty if the assured should refuse tO' 
assign the policy to the banker, when the latter considers it 
necessary. It is desirable therefore that the banker should 
have the policy assigned to him by complying with the 
procedure laid down for registering an assignment with 
the insurance company. In the case of an ecpiitable moit- 
gage, die banker should send the requisite notice of 
charge to the insurance company concerned , 
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